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LITCHFIELD PARK SERVICE COMPANY DBA LIBERTY UTILITIES 

THOMAS J. BOURASSA 
DIRECT TESTIMONY 

RATE BASE, INCOME STATEMENT AND RATE DESIGN 

FEBRUARY 28,201 3 

WASTEWATER DIVISION SCHEDULES 
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Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Computation of Increase in Gross Revenue 
Requirements As Adjusted 

Fair Value Rate Base 

Adjusted Operating Income 

Current Rate of Return 

Required Operating Income 

Required Rate of Return on Fair Value Rate Base 

Operating Income Deficiency 

Gross Revenue Conversion Factor 

Increase in Gross Revenue 
Requirement 

Adjusted Test Year Revenues 
Increase in Gross Revenue Revenue Requirement 
Proposed Revenue Requirement 
% Increase 

Customer 
Classification 
Residential 
Residential - Low Income 
Residential HOA 145 
Residential HOA 172 
Residential HOA 560 
Multi-Unit 3 
Multi-Unit 5 
Multi-Unit 6 
Multi-Unit 7 
Multi-Unit 8 
Multi-Unit 13 
Multi-Unit 15 
Multi-Unit 16 
Multi-Una 17 
Multi-Unit 22 
Multi-Unit 43 
Multi-Unit 78 
Multi-Unit 84 
Multi-Unit 123 
Multi-Unit 282 
Small Commercial 
Regular Domestic 
Restaurant. Motels, Grocery, Dry Cleaning 
Wigwam Resort - Per Room 
Wigwam Resort - Main 
Elementary Schools 
Middle and High Schools 
Community College 
Effluent Sales 
Revenue Annualiration 

Subtotal 

Other Water Revenues 
Reconciling Amount 
Rounding 
Total of Water Revenues 

SUPPORTING SCHEDULES 
B- 1 
c-l 
c-3 
H-l  

Exhibit 
Schedule A-1 
Page 1 
Witness: Bourassa 

5 23,877.697 

1,871,616 

7.84% 

$ 2:268,786 

9.50% 

$ 397,170 

1.6595 

.$ 659.088 

$ 10,361,603 
S 659,088 
$ 11,020 691 

6 36% 

Present Proposed Dollar Percent 
Rates RateS Increase Increase 

$ 7,214.632 $ 7,701,282 S 486,650 6 75% 
23 862 
67 843 
80 475 

262,013 
10,423 
4,524 
6,948 

109,439 
6,948 

62,102 
267,082 

6,948 
7,383 
9,554 

18,674 
33,874 
36 480 

106 833 
122,467 
75,094 

438,612 
375,664 
143 312 
17,200 
70,174 
55,039 
21,327 
72,967 

125 490 

25,471 
72,419 
85,904 

279,686 
11,125 
4,829 
7,417 

116,817 
7,417 

66,289 
285,089 

7,417 
7,881 

10,198 
19,933 
36,158 
38,939 

114,036 
130,724 
80,151 

468,179 
400,985 
152,975 
18,359 
74,904 
58,748 
22,765 
72,967 

134,176 

1,610 
4,576 
5,428 

17,674 
703 
305 
468 

7,379 
468 

4.1 87 
18,007 

468 
498 
644 

1,259 
2,284 
2,460 
7,203 
8,257 
5,057 

29,567 
25,322 
9,662 
1,159 
4,730 
3,709 
1,437 

8,686 

6.75% 
6.75% 
6.75% 
6.75% 
6.74% 
6.74% 
6 74% 
6.74% 
6.74% 
6.74% 
6.74% 
6.74% 
6.74% 
6.74% 
6.74% 
6.74% 
6.74% 
6.74% 
6.74% 
6.73% 
6.74% 
6.74% 
6.74% 
6.74% 
6.74% 
6.74% 
6.74% 
0.00% 
6.92% 

$ 9,853.383 $ 10,513,241 S 659,858 6.70% 

508.220 508,220 0 00% 
(770) (770) 0 00% 

0 00% 
$ 10,361,603 $ 11,020,691 $ 659,088 6.36% 
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Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Summary of Results of Operations 

Exhibit 
Schedule A-2 
Page 1 
Witness: Bourassa 

Projected Year 
Test Year Present Proposed 

Prior Years Ended Actual Adjusted Rates Rates 
Description 12/31/2010 12/31/2011 1 2/31 /2012 .. 12/31 1201 2 12/31 /20 I 3 12/31 120 1 3 

Gross Revenues $ 7,157,247 $ 9,785,181 $ 10,161,315 $ 10,361,603 $ 10,361,603 $ 11,020,691 

Revenue Deductions and 6,924,ai 4 7,360,798 7,483,06 9 8,489,987 8,489,987 8,751,906 
Operating Expenses 

Operating Income $ 232,432 s 2,424:383 $ 2,678,246 $ 1,871,616 $ 1,871,616 $ 2,268,786 

Other Income and 
Deductions 

5,727 150,027 99,563 

Interest Expense (403,099) (381,918) (349,841) (259,945) (259,945) (259,945) 

Net Income $ (164,940) S 2,192,491 $ 2,427,968 $ 1,611,671 $ 1,611,671 $ 2,008,841 

Common Shares 100,000 100,000 100,000 100,000 100,000 100,000 

Earned Per Average 
Common Share (1.65) 21.92 24.28 16.12 16.12 20.09 

Dividends Paid 

Dividends Per 
Common Share 

Payout Ratio 

Return on Average 
Invested Capital 

Return on Year End 
Capital 

-0.51 % 3.69% 3.76% 2.59% 2.61% 3.25% 

-0.29% 3 56% 3.59% 2.59% 2 63% 3.28% 

Return on Average 
Common Equity -1.03% 14.48% 13.26% 9.93% 7.33% 9.05% 

Return on Year End 
Common Equity -1.11% 14.21% 11.46% 9.46% 7.07% 8.66% 

Times Bond Interest Earned 
Before Income Taxes 1.74 7.81 9.45 9.42 9.42 10.99 

Times Total interest and 
Preferred Dividends Earned 
AAer Income Taxes o 58 6.35 7.66 10.69 10.69 8 73 

SUPPORTING SCHEDULES 
c-I 
E-2 
F- 1 



Litchfield Park Service Company -Wastewater Div is ion - dba Liberty Utilities 
Test Year Ended December 31: 2012 

Summary of Capital Structure 

Exhibit 
Schedule A-3 
Page 1 
Witness: Bourassa 

Line 
No. 
1 Description: 
2 
3 ShortTerm Debt 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 

Long-Term Debt 

Total Debt 

Preferred Stock 

Common Equity 

Total Capital & Debt 

Capitalization Ratios: 

Long-Term Debt 

Total Debt 

Preferred Stock 

Common Equity 

Total Capital 

Weighted Cost of 
Senior Capital 

SUPPORTING SCHEDULES: 
E-I 
D-1 

Test Projected 
Prior Years Ended Year Year 

12/31 I201 3 12/31/2010 12/31/2011 1 2/31 1201 2 

5,800,924 5,641,922 5,479,565 5,321,804 

$ 5,800,924 $ 5,641,922 $ 5,479,565 $ 5,321,804 

14,844,661 15,430,926 21 , I  93,932 22,805,603 

$ 20,645,585 $ 21,072,848 $ 26,673,497 $ 28,127,408 

28.10% 26.77% 20.54% 18.92% 

28.10% 26.77% 20.54% 18.92% 

71 -90% 73.23% 79.46% 81 -08% 

100.00% 100.00% 100.00% 100.00% 

0.00% 0.00% 1.41 % 1.30% 



L i t c h f i e l d  Park  S e r v i c e  C o m p a n y  - W a s t e w a t e r  D i v i s i o n  - dba L i b e r t y  Ut i l i t i es  

Test  Year  Ended December  3 1 , 2 0 1 2  

and Gross Utility Plant in Service 

Exhibit  
Schedule A-4 

Construction Expendi tures Page 1 
Witness: Bourassa 

Line 
No. 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20  
21 
22  
23  
24  
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39  
40 

Prior Year  Ended 12/31/2010 

Prior Year Ended 12/31/2011 

Test Year Ended 12/31/2012 

Projected Year  Ended 12/31/2013 

SUPPORTING SCHEDULES:  
8 - 2  
E-5 
F- 3 

Net Plant Gross 
Placed Utility 

Construction in Plant 
Expendi tures Service in Service 

1,571,874 1,571,874 67,346,027 

4,193,734 4,193,734 71,539,761 

3,031,786 3,031,786 74,571,547 

532,000 532,000 75,103,547 



ILine 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 

23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 

N o  

Litchfield Park Service Company - Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 
Summary Statements of Cash Flows 

Exhibil 
Schedule A-5 
Page 1 

Cash Flows from Operating Activities 
Net Income 
Adjustments to reconcile net income to net cash 
provided by operating activities: 

Depreciation and Amortization 
Other -Adjustments 
Changes in Certain Assets and Liabilities: 

Accounts Receivable 
Unbilled Revenues 
Materials and Supplies Inventory 
Prepaid Expenses 
Deferred Charges 
Notes Receivable 
Accounts Payable 
Intercompany payable 
Customer Meter Deposits 
Taxes Payable 
Other assets and liabilities 
Rounding 

Net Cash Flow provided by Operating Activities 
Cash Flow From Investing Activities- 

Capital Expenditures 
Plant Held for Future Use 
Changes in’debt reserve fund 

Net Cash Flows from Investing Activities 
Cash Flow From Financing Activities 

Change in Restricted Cash 
Proceeds from Long-Term Debt 
Net receipt of contributions in aid of construction 
Net receipts of advances in aid of construction 
Repayments of Long-Term Debt 
Distributions/Dividends Paid 
Deferred Financing Costs 
Paid in CapR2! 

Net Cash Flows Provided by Financing Activities 
Increase(decrease) in Cash and Cash Equivalents 
Cash and Cash Equivalents at Beginning of Year 
Cash and Cash Equivalents at End of Year 

SUPPORTING SCHEDULES 
E-3 
F-2 

Witness: Bourassa 

Prior Prior Tesi Projected Year 
Year Year Year Present Proposed 
Ended Ended Ended Rates Rates 

12/31 1201 0 12/31 1201 1 12/31/2012 12/31 1201 3 12/31 1201 3 

$ (164,940) $ 2,192,491 $ 2,427.968 $ 1,611,671 $ 2,008,841 

1,560,582 
(67,587) 

(661,269) 
1,736 

137,209 
(200.884) 

(2,275,409) 
(64,904) 

2,742 
(280,718) 

(1,661) 
(46,059) 

(1) 

1,465,338 
(67.585) 

(1 6.4 12) 
(2,430) 

(29,216) 
501,217 

(2,223,260) 

(5,021) 
6,539 

34,381 
11,863 

3 

45.21 5 45,215 1,251.940 
(2,489.522) 

(282.346) 
(9,650) 

22,401 
110,649 

(2,367,750) 

(11 733) 
46 975 

(163 692) 
987 669 

(2) 
$ (2,061,161) $ 1,867,905 $ (477 091) $ 1,656,887 $ 2,054,056 

(1,571,874) (4,193 734) (3,031 786) (532,000) (532,000) 

$ (1,571,874) $ (4,193.734) $ (3,031.786) $ (532,000) $ (532,000) 

1,287,877 4,210,095 276,540 276,540 276,540 
4,831,650 (70,607) (60 332) (60,332) (60.332) 
(134,782) (159 003) (162 356) (162,356) (162,356) 

(2,106 936) (1,606,226) ‘3 335 038 
$ 3,877,809 $ 2,374,259 $ 3,388 890 $ 53,852 $ 53,852 

244,774 48 430 (119 987) 1,178,739 1,575,908 
(235,772) 9,002 57.434 (62,553) (62,553) 

$ 9,002 $ 57,432 $ (62 553) $ 1,116,185 $ 1,513,355 



Line 
- No. 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
35 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 

Litchfield Park Service Company -Wastewater Division - dba Liberty Util i t ies 
Test Year Ended December 31,2012 

Summary of Rate Base 

Gross Utility Plant in Service 
Less: Accumulated Depreciation 

Net Utility Plant in Service 

Less: 
Advances in Aid of Construction 

Contributions in Aid of Construction 

Accumulated Amortiration of ClAC 

Customer Meter Deposits 
Customer Security Deposits 
Accumulated Deferred Income Tax 

plus: 
Unamortized Finance 

Deferred Tax Assets 
Allowance for Working Capital 

Charges 

Total Rate Base 

SUPPORTING SCHEDULES: 
B-2 
B-3 
B-5 
E-I 

Original Cost 
Rate base 

$ 74,024,532 
1 3,244,186 

$ 60,780,346 

11,645,290 

28,470,485 

(4,446,775) 

95,892 
155,440 
982,318 

Exhibit 
Schedule B-1 
Page 1 
Witness: Bourassa 

Fair Value 
Rate Base 

$ 74,024,532 
13,244,186 

$ 60,780,346 

11,645,290 

28,470,485 

(4:446,775) 

95,892 
155,440 
982,318 

$ 23,877,697 $ 23,877,697 



Line 
- No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 

Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Original Cost Rate Base Proforma Adjustments 

Gross Utility 
Plant in Service 

Less: 
Accumulated 
Depreciation 

Net Utility Plant 
in Service 

Less: 
Advances in Aid of 

Construction 

Contributions in Aid of 
Construction - Gross 

Accumulated Amortization of ClAC 

Customer Meter Deposits 
Customer Security Deposits 
Accumulated Deferred Income Tax 

Plus: 
Unamortized Finance 

Prepayments 
Materials and Supplies 
Working capital 

Charges 

Total 

SUPPORTING SCHEDULES: 
8-2, pages 2 
E- 1 

Actual 
at 

End of 
Test Year 

$ 74,571,547 

14,441,042 

$ 60,130,505 

11,645,290 

32,415,368 

(5,308,346) 

95,892 
155,440 
694 371 

Proforma 
Adiustment 

(547,015) 

(1 : I  96,855) 

(3,944,883) 

861,570 

287.947 

Exhibit 
Schedule B-2 
Page 1 
Witness: Bourassa 

Adjusted 
at end 

of 
Test Year 

$ 74,024,532 

1 3,244,186 

11,645,290 

28,470,485 

(4,44 6,7 75) 

95,892 
155,440 
982,318 

$ 20,432,490 $ 23,877,697 

RECAP SCHEDULES: 
B-1 
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Litchfield Park Service Company -Wastewater Div is ion - dba Liberty Utilities 
Test Year Ended December 31,2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment Number 1 - A 

Exhibit 
Schedule B-2 
Page 3.1 
Witness: Bourassa 

h i e  
No. 

1 Plant Retirements 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 

Acct. 
- No. 
37 1 
371 
371 

37 1 
371 
37 1 
371 
367 

Description Description 
Electric Pumping Equipment 2002 Plant Balance 
Electric Pumping Equipment 2012 Retirements recorded 
Electric Pumping Equipment 201 2 Retirements proposed 

Subtotal 
Electric Pumping Equipment 2003 Net Plant Adds 
Electric Pumping Equipment 2004 Net Plant Adds 
Electric Pumping Equipment 
Electric Pumping Equiprnertt 
Reuse Meters And Installation 

Total 

SUPPORTING SCHEDULE 
Testimony 
Work papers 

Retirement 
Year 

201 0 
201 1 
2012 
2012 
2012 
2012 

Adjustment 
$( I  ,328,499) 

215,435 
177,764 

$ (935,300) 
(4,702) 

(31,017) 
(1 02,200) 
(75,564) 

(4,339) 

$ (1,153,123) 



Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities Exhibit 

t llla 

NiL  
1 
a 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13  
14 
15 
16 
17 
18 
I9 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 

Acct. 
No. 
351 
352 
353 
354 
355 
360 
361 
362 
363 
364 
366 
367 
370 
371 
374 
375 
380 
381 
382 
389 
390 

390.1 
391 
392 
393 
394 
395 
396 
398 

Test Year Ended December 31, 2012 
Original Cost Rate Base Proforma Adjustments 

Adjustment Number 1 - B 

Remove Affiliate Profit 

Plant Held for Future Use 

Description 
Organization 
Franchise 
Land 
Structures & Improvements 
Power Generation 
Collection Sewer Farced 
Collection Sewers Gravity 
Special Collecting Structures 
Customer Services 
Flow Measuring Devices 
Reuse Services 
Reuse Meters And Installation 
Receiving Wells 
Pumping Equipment 
Reuse Distribution Reservoirs 
Reuse Trans. and Dist. System 
Treatment & Disposal Equipment 
Plant Sewers . 
Outfall Sewer Lines 
Other Sewer Plant & Equipment 
Office Furniture & Equipment 
Computers and Software 
Transportation Equipment 
Stores Equipment 
Tools. Shop And Garage Equip 
Laboratory Equip 
Power Operated Equip 
Communication Equip 
Other Tangible Plant 

(20,663) (6,430) 

(7,514) (1 8,762) 

(59) 

Schedule 8-2 
Page 3.2 
Witness: Bourassa 

(1 79) (1 79) 
(13,362) (16,661) (57.1 16) 

(7,422) (2,268) (1,400) (37:365) 

(37) (37) 

(59) 

TOTALS $ (28,236) $ (25,192) $ (7,422) $ (18,109) $ (19.456) $ (98,415) 

SUPPORTING SCHEDULE 
Testimony 

45 Work papers 



Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31, 2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment Number 1 - C 

Exhibit 
Schedule B-2 
Page 3.3 
Witness: Bourassa 

Line 
No, 

1 Post Test Year Plant 
2 
3 
4 Acct. 
5 No. Description 
6 %% Treatment 8, Disposal Equipment 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 SUPPORTING SCHEDULE 
44 Testimony 
45 Work papers 

Cost 
$ 1,oooT000 



Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31, 2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment Number 1 - D 

Exhibit 
Schedule B-2 
Page 3.4 
Witness: Bourassa 

Line 
No. 

1 
2 
3 
4 Acct. 
5 No Description 
6 380 Treatment & Disposal Equipment 

Post Test Year Plant Retirement 

cost 
$ (300,000) 

I 

8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 SUPPORTING SCHEDULE 
44 Testimony 
45 Work papers 



1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 

Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment Number 1 - E 

Line 

Reconciliation of Plant to Plant Reconstruction 

Acct. 
- No. 
351 
352 
353 
354 
355 
360 
361 
362 
363 
364 
366 
367 
370 
371 
374 
375 
380 
38 1 
382 
389 
390 

390.1 
39 1 
392 
393 
394 
395 
396 
398 

Description 
Organization S 
Franchise 
Land 
Structures & Improvements 
Power Generation 
Collection Sewer Forced 
Collection Sewers Gravity 
Special Collecting Structures 
Customer Services 
Flow Measuring Devices 
Reuse Services 
Reuse Meters And Installation 
Receiving Wells 
Pumping Equipment 
Reuse Distribution Reservoirs 
Reuse Trans. and Dist. System 
Treatment 8 Disposal Equipment 
Plant Sewers 
Outfall Sewer Lines 
Other Sewer Plant & Equipment 
Office Furniture & Equipment 
Computers and Software 
Transportation Equipment 
Stores Equipment 
Tools, Shop And Garage Equip 
Laboratory Equip 
Power Operated Equipment 
Communication Equip 
Other Tangible Plant 

Orginal 
Cost 

1,850.761 
24:261 706 

598;133 
1,162,596 

31,924.045 

76,226 
46,209 

4,057,718 
48,553 

860,393 
1,943.448 

62.825 
420,334 

4,886,561 
48,154 

343.681 
890,103 
263.244 

33.497 
12.468 

147,236 
186.569 
28,090 

418,997 

8-2 
Adjustments 

$ - $  

(1 79) 
(57,116) 

(37,365) 

(37) 

(59) 

(1,154,701) 

698,910 

Exhibit 
Schedule 8-2 
Page 3.5 
Witness: Bourassa 

Adjusted 
Orginal 

1.850.582 
24,204.589 

598,133 
1,162,596 

31,886,680 

76,190 
46,209 

4,057,659 
48,553 

860,393 
788,747 
62.825 

420,334 

48.154 
343,681 
890,103 
263,244 

33,497 
12.468 

146.467 
186,348 
28,090 

41 8.997 

5,585,471 

Plant 
Per 

Reconstruction 
$ 

1,850,582 
24,208,314 

603,332 
1,162,597 

31,886,680 

76,190 
46,210 

4,057,660 
44,753 

860,393 
799,481 
62,286 

420,334 

47,802 
343,681 
871,498 
275,740 

33,497 
8,968 

145,631 
186,348 
28,090 

418,996 

5,585,470 

Difference 
$ 

3,725 
5,199 

0 
1 

0 
1 

(3,800) 

10,734 
(539) 

(0) 
(1) 

(352) 

(1 8,604) 
12,496 

(3,500) 
(836) 

(0) 

Plant Held for Future Use 
TOTALS $ 74,571.547 $ (551,537) $ 74,020.009 $ 74,024,532 S 4,523 

SUPPORTING SCHEDULE 
8-2, pages 3.1 through 3.4 
8-2, pages 3.6 through 3.10 46 
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L.ine 
No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
20 
11 
12 
13 
14 
15 
16 
14 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 

Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities Exhibit 
Test Year Ended December 31, 2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment Number 2 - A  

Plant Retirements Adiustment to N D  

Acct. 

371 
37 1 
371 

371 
37 1 
371 
371 
367 

No. Description Description 
Electric Pumping Equipment 2002 Plant Balance 
Electric Pumping Equipment 2012 Retirements recorded 
Electric Pumping Equipment 2012 Retirements proposed 

Subtotal 
Electric Pumping Equipment 2003 Net Plan? Adds 
Electric Pumping Equipment 2004 Net Plant Adds 
Electric Pumping Equipment 
Electric Pumping Equipment 
Reuse Meters And Installation 

Total 

SUPPORTING SCHEDULE 
8-2, pages 3.4 through 3.8 
Work papers 

Schedule B-2 
Page 4.1 
Witness: Bourassa 

Retirement 
yea[ Adjustment 

$(I ,328,499) 
215,435 
177,764 

201 0 $ (935,300) 
201 1 
2012 
2012 
2012 
2012 

(4,702) 
(31,017) 

(1 02,200) 
(75,564) 
(4 3 33 9) 

$ (1,153,123) 



Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment Number 2 - B 

Exhibit 
Schedule 6-2 
Page 4.2 
Witness: Bourassa 

Line 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 

Remove AID Related to Affiliate Profit 

Acct 
No. 
351 
352 
353 
354 
355 
360 
361 
362 
363 
364 
366 
367 
370 
371 
374 
375 
380 
381 
382 
389 
390 

390.1 
391 
392 
393 
394 
395 
396 
398 

Depr 

0.00% 
0.00% 
0.00% 
3.33% 
5.00% 
2.00% 
2.00% 
2.00% 
2.00% 

10.00% 
2.00% 
8.33% 
3.33% 

12.50% 
2.50% 
2.50% 
5.00% 
5.00% 
3.33% 
6.67% 
6.67% 

20.00% 
20.00% 
4.00% 
5.00% 

10.00% 
5.00% 

10.00% 
10.00% 

Description 
Organization 
Franchise 
Land 
Structures & Improvements 
Power Generation 
Collection Sewer Forced 
Collection Sewers Gravity 
Special Collecting Structures 
Customer Services 
Flow Measuring Devices 
Reuse Services 
Reuse Meters And Installation 
Receiving Wells 
Pumping Equipment 
Reuse Distribution Reservoirs 
Reuse Trans. and Dist. Systern 
Treatment & Disposal Equipment 
Plant Sewers 
Outfall Sewer Lines 
Other Sewer Plant & Equipment 
Office Furniture 8. Equipment 
Computers and Software 
Transportation Equipment 
Stores Equipment 
Tools, Shop And Garage Equip 
Laboratory Equip 
Power Operated Equip 
Communication Equip 
Other Tangible Plant 

(344) (1,625) 

(75) (733) 

(49) 

(53) 

(43) 
(30) 

Plant Held for Future Use 
TOTALS $ (420) S (1,134) $ (1,503) $ (1,918) $ (2,612) $ (7,587) 

SUPPORTING SCHEDULE 
8-2, pages 3.4 through 3.8 
Work papers 



Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment Number 2 - C 

Exhibit 
Schedule 8-2 
Page 4.3 
Witness: Bourassa 

Line 
No. 

1 
2 
3 
4 Acct. 
5 No. Description 
6 380 Treatment & Disposal Equipment 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 SUPPORTING SCHEDULE 
44 Testimony 
45 

Post Test Year Plant Retirement 

cost 
$ (300,000) 



Line 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 

Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment Number 2 - D 

Reconciliation of A/D to AID Reconstruction 

Acct. 
- No. 
351 
352 
353 
354 
355 
360 
361 
362 
363 
364 
366 
367 
370 
371 
374 
375 
380 
381 
382 
389 
390 

390.1 
391 
392 
393 
394 
395 
396 
398 

Description 
Organization 
Franchise 
Land 
Structures & Improvements 
Power Generation 
Collection Sewer Forced 
Collection Sewers Gravity 
Special Collecting Structures 
Customer Services 
Flow Measuring Devices 
Reuse Services 
Reuse Meters And Installation 
Receiving Wells 
Pumping Equipment 
Reuse Distribution Reservoirs 
Reuse Trans. and Dist. System 
Treatment & Disposal Equipment 
Plant Sewers 
Outfall Sewer Lines 
Other Sewer Plant & Equipment 
Office Furniture & Equipment 
Computers and Software 
Transportation Equipment 
Stores Equipment 
Tools, Shop And Garage Equip 
Laboratory Equip 
Power Operated Equipment 
Communication Equip 
Other Tangible Plant 

Orginal 
Cost 

$ 

3 484 038 
21 9 575 
170 423 

4 913479 

2,998 
36,464 

1 ,1 19,984 
7,192 

293,421 
1 318,936 

9,155 
46.380 

1,803,671 
16,233 

11 7.403 
21 0.847 
115411 

28,460 
3 648 

24 501 
132,390 

366.432 

B-2 
Adjustments 

$ - $  

(1,153,319) 

(300,078) 

Adjusted 
Orginal 
cost 

3,479,247 
21 9,575 
170,423 

4,911,036 

2,998 
36,464 

1,119,979 
7,192 

293,421 
165,617 

9,155 
46.380 

1,503,592 
16,233 

11 7,403 
210.847 
11 5.41 1 

28.460 
3.648 

24,458 
132,360 

366.432 

Exhibit 
Schedule 8-2 
Page 4.4 
Witness: Bourassa 

Plant 
Per 

Reconstruction 
$ 

3,773,984 
222,393 

(1 09,004) 
5,222,855 

2,092 
38,453 

825,859 
21,945 

297,089 
276,747 

8,088 
48,106 

1,551,533 
16,686 

118,892 
234,145 
122,510 

33,497 
3,681 

25.027 
135,667 

702 
373,237 

Difference 
S 

294,737 
2,818 

(279,427) 
311,819 

(906) 
1,989 

(294,120) 
14,753 
3,668 

111,131 
(1,067) 
1,725 

47,941 
453 

7,489 
23,299 
7,098 

5,037 
33 

569 
3,307 

702 
6,805 

Plant Held for Future Use 
TOTALS S 14,441.042 $ (1,460,710) $ 12,980,332 $ 13,244,186 $ 263,854 

SUPPORTING SCHEDULE 
8-2, pages 4.1 through 4.3 
8-2, pages 3.6 through 3.10 



Line 
No. 
1 
2 
3 
4 

5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

Litchfield Park Service Company -Wastewater Div is ion - dba Liberty Util i t ies 
Test Year Ended December 31,2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment 3 

Contributions-in-Aid of Construction (CIAC) and Accumulated Amortization 

Computed balance at 12/31/2012 

Book balance at 12/31/2012 

Increase (decrease) 

Adjustment lo CIAC/AA CIAC 
Label 

SUPPORTING SCHEDULES 

B-2, page 5.1 - 5.3 
E- 1 

Gross 
ClAC 

$ 28,470,485 

$ 32,415,368 

$ (3,944,883) 

$ (3,944,883) 
3a 

Exhibit 
Schedule B-2 
Page 5 
Witness: Bourassa 

Accumulated 
Amortization 

$ 4,446,775 

$ 5,308,346 

$ (861,570) 

$ 861,570 
3b 
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Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Original Cost Rate Base Proforma Adjustments 

Exhibit 
Schedule B-2 
Page 6 

Adjustment 4 Witness: Bourassa 
Advances-in-Aid of Construction (AIAC) 

Line 
- No. 

1 
2 
3 
4 Computed balance at 12/31/2012 
5 
6 Book balance at 12/31/2012 
7 
8 Increase (decrease) 
9 
10 
1 1  
12 
13 
14 
15 
I 6 
77 
18 
19 SUPPORTING SCHEDULES 
20 E-I 
21 B-2, page 6.1 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 

$ 11,645,290 

$ 11,645,290 

$ 
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Litchfield Park Service Company - Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Computation of Working Capital 

Exhibit 
Schedule 8-5 
Page 1 
Witness: Bourassa 

Line 
No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

Cash Working Capital (1/8 of Allowance 
Operation and Maintenance Expense) 

Pumping Power (1124 of Pumping Power) 
Purchased Water (1124 of Purchased Water) 
Prepaid Expenses 

5 778,413 
25,068 

1,111 

Total Working Capital Allowance 

Working Capital Requested 

$ 804,592 

% 

Total Operating Expense 
Less: 
Income Tax 
Property Tax 
Depreciation 
Purchased Water 
Pumping Power 
Allowable Expenses 
1/8 of allowable expenses 

SUPPORTING SCHEDULES: 
E- I  

Adiusted Test Year 
$ 8,489,987 

9 1,013,153 
576,026 

45,215 
26,656 

601,635 
5 6,227,302 
$ 778,413 

RECAP SCHEDULES: 
B- 1 



Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities Exhibit 

Line 

I 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 

No. 
Revenues 

Metered Water Revenues 
Unmetered Water Revenues 
Other Water Revenues 

Test Year Ended December 31,2012 
Income Statement 

Operating Expenses 
Salaries and Wages 
Purchased Water 
Purchased Power 
Slude Removal Expense 
Fuel for Power Production 
Chemicals 
Materials and Supplies 
Management Services - US Liberty Water 
Management Services - Corporate 
Management Services -Other 
Outside Services -Accounting 
Outside Services - Engineering 
Outside Services- Other 
Outside Services- Legal 
Water Testing 
Rents - Office 
Equipment Rental 
Transportation Expenses 
Insurance - General Liability 
Insurance -Vehicle 
Reg. Comm. Exp. - Other 
Reg. Comm. Exp. - Rate Case 
Miscellaneous Expense 
Bad Debt Expense 
Depreciation and Amortization Expense 
Taxes Other Than Income 
Property Taxes 
Income Tax 

Total Operating Expenses 
Operating Income 
Other Income (Expense) 

Interest Income 
Other income 
Interest Expense 
Other Expense 

Total Other Income (Expense) 
Net Profit (Loss) 

SUPPORTING SCHEDULES: 
C-I , page 2 
E-2 

Test Year 
Book 

Results 

S 9,698,079 

463,236 
$ 10,161,315 

$ 1,077,158 
26,656 

606,563 
230.913 

363,900 
86,994 

1,490,515 
1,120,319 

2,161 

222,303 
25,746 
57,735 
40,007 
3,076 

26,465 
57,823 
11,506 
14,189 

94 505 
45.215 

1,251.940 

627,380 

$ 7,483,069 
$ 2,678246 

99,563 

(349 841) 

Schedule C-I 
Page 1 
Witness: Bourassa 

Test Year Proposed Adjusted 
Rate with Rate Adjusted 

Adiustrnen! Results Increase Increase 

$ 155,304 $ 9,853,383 $ 659,088 f 10,512,471 

44,984 508,220 5 08,22 0 
$ 200,288 $ 10,361,603 $ 659,088 S 11,020,691 

90,993 $ 1,168,151 $ 1,168,151 
26,656 26,656 

(4,928) 601,635 601,635 
3,980 234,893 2 34,89 3 

(5,914) 357,986 
86 994 

(21,457) 1,469 058 
(421,368) 698 951 

2 161 

222,303 
25 746 

40,007 
3 076 

26,465 
57,823 
1 1,506 
14,189 

74,200 74,200 
(1 7,211) 77,293 

45,215 
346,825 1,598,765 

57,735 

357,986 
86,994 

1,469,058 
698,951 

2,161 

222,303 
25,746 
57,735 
40,007 
3,076 

26,465 
57,823 
11,506 
14,189 
74,200 
77,293 
45,215 

1,598,765 

(51,354) 576.026 12.243 588.269 

(99,563) 

89,896 (259,945) (259,945) 

S (250,278) $ (9,667) $ (259 945) $ - 5 (259,945) 
5 2,427,968 $ (816,297) $ 1.611.671 $ 397,170 $ 2,008,841 

RECAPSCHEDULES: 
A- 1 



n 





Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Exhibit 
Schedule C-2 

Line 
No. 
1 
2 
3 
4 Revenues 
5 
6 Expenses 
7 
8 Operating 
9 Income 
10 
11 Interest 
12 Expense 
13 Other 
14 Income1 
15 Expense 
16 
17 Net Income 
18 
19 
20 
21 
22 
23 
24 
25 Revenues 
26 
27 Expenses 
28 
29 Operating 
30 Income 
31 
32 Interest 
33 Expense 
34 Other 
35 Income1 
36 Expense 
37 
38 Net Income 
39 
40 
41 
42 
43 
44 
45 
46 Revenues 
47 
48 Expenses 
49 
50 Operating 
51 Income 
52 
53 Interest 
54 Expense 
55 Other 
56 Income/ 
57 Expense 
58 
59 Net Income 

__ 

Adjustments to Revenues and Expenses Page 1 
Witness: Bourassa 

Adiustments to Revenues and Expenses 
- 1 - 2 - 3 4 - 5 6 Subtotal 

SaGes 

Expense Taxes Expense Annualization Accrual Fix WaRes 
Depreciation Property Rate Case Revenue Revenue and 

125,490 29,814 155,304 

346,825 (51,354) 74,200 32.315 401,986 

(346,825) 51,354 (74,200) 125,490 29,814 (32,315) (246,682) 

(346,825) 51,354 (74,200) 125,490 29,814 (32,315) (246,682) 

Adjustments to Revenues and Expenses 
I 8 ~ 9 - 10 11 12 Subtotal 

Corporate Liberty Annualize Anntlize 

Benefits Annualization Costs Power Removal Postaqe 
Annualize Employee cost Utilities Purchased Sludge 

155,304 

76,431 (421,368) (21,457) 4,863 3,980 1,506 45,940 

(76,431) 421,368 21,457 (4,863) (3,980) (1,506) 109,364 

(76,431) 421,368 21,457 (4,863) (3,980) (1,506) 109,364 

Adiustments to Revenues and Expenses 
__ 13 14 - 15 __ 16 17 3 __ Total 

Third Party Remove Intentionally Intentionally 
Revenue/ Other Income/ Interest Income lefl left 

Blank ._____ Blank Exp. Reimb. Expense Syncrhonization Taxes ___ 
44.984 200,288 

(52,175) 1,013,153 1.006.91 8 

97,159 (1,013.153) (806,630) 

89,896 89.896 

(99,563) (99,563) 

97 159 (99,563) 89,896 (1,013 153) (816,297) 



Line 
__ No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 

42 
43 
44 
45 
46 
47 
48 
49 
50 
51 
52 
53 

Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Adjustments to Revenues and Expenses 

Exhibit 
Schedule C-2 
Page 2 

Adjustment Number 1 Witness: Bourassa 

Depreciation Expense 

Acct. 
No. 
351 
352 
353 
354 
355 
360 
361 
362 
363 
364 
366 
367 
370 
371 
374 
375 
380 
381 
382 
389 
390 

390.1 
39 1 
392 
393 
394 
395 
396 
398 

- Description 
Organization 
Franchise 
Land 
Structures & Improvements 
Power Generation 
Collection Sewer Forced 
Collection Sewers Gravity 
Special Collecting Structures 
Customer Services 
Flow Measuring Devices 
Reuse Services 
Reuse Meters And Installation 
Receiving Wells 
Pumping Equipment 
Reuse Distribution Reservoirs 
Reuse Trans. and Dist. System 
Treatment & Disposal Equipment 
Plant Sewers 
Outfall Sewer Lines 
Other Sewer Plant & Equipment 
Office Furniture & Equipment 
Computers and Software 
Transportation Equipment 
Stores Equipment 
Tools, Shop And Garage Equip 
Laboratory Equip 
Power Operated Equipment 
Communication Equip 
Other Tangible Plant 

TOTALS 

Less: Amortization of Contributions 

361 Collection Sewers Gravity 
363 Customer Services 

Total Depreciation Expense 

Adjusted Test Year Depreciation Expense 

Increase (decrease) in Depreciation Expense 

Adjustment to Revenues andlor Expenses 

SUPPORTING SCHEDULE 

Adjusted 
O r i g i n a l  
Cost 

1,850,582 
24,208,314 

603,332 
1,162,597 

31,886,680 

76,190 
46,210 

4,057,660 
44,753 

860,393 
799,481 
62,286 

420,334 
5,585,470 

47,802 
343,681 
871,498 
275,740 

33,497 
8,968 

145,631 
186,348 
28,090 

418,996 

$ 74,024,532 

Proposed 
Rates 

0.00% 
0.00% 
0.00% 
3.33% 
5.00% 
2.00% 
2.00% 
2.00% 
2.00% 

10.00% 
2.00% 
8.33% 
3.33% 

12.50% 
2.50% 

5.00% 
5.00% 
3.33% 
6.67% 
6.67% 

20.00% 
20.00% 

4.00% 
5.00% 

10.00% 
5.00% 

10.00% 
10.00% 

2.50% 

Depreciation 
Expense 

806,137 
30,167 
23,252 

637,734 

1,524 
4,621 

81,153 
3,728 

28,651 
99,935 

1,557 
10,508 

279,273 
2,390 

11,445 
58,129 
18,392 

359 
7,282 

18,635 
1,405 

41,900 

$ 2,168,175 

Gross ClAC Amod. Rate 
$ 24,986,347 2.0000% $ (499,727) 

3,484,137 2.0000% $ (69,683) 
s 28,470,485 

$ 1,598,765 

1,251,940 

346,825 

$ 346,825 

54 B-2. page 3 



Litchtield Park Service Company -Wastewater Division ~ dba Liberty Utilities 
Test Year Ended December 31,2012 

Adjustment to Revenues and Expenses 
Adiustment Number 2 

Exhibit 
Schedule C-2 
Page 3 
Witness: Bourassa 

Property Taxes 

Line Test Year Company 
__ No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
1.7 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

DESCRIPTION 
Company Adjusted Test Year Revenues 
Weight Factor 
Subtotal (Line 1 Line 2) 
Company Recommended Revenue 
Subtotal (Line 4 + Line 5) 
Number of Years 
Three Year Average (Line 5 / Line 6) 
Department of Revenue Mutilplier 
Revenue Base Value (Line 7 * Line 8) 
Plus: 10% of CWlP (intentionally excluded) 
Less: Net Book Value of Licensed Vehicles 
Full Cash Value (Line 9 + Line 10 - Line 11) 
Assessment Ratio 
Assessment Value (Line 12 * Line 13) 
Composite Property Tax Rate - Obtained from ADOR 
Test Year Adjusted Property Tax Expense (Line 14 * Line 15) 
Tax on Parcels 
Total Property Taxes (Line 16 + Line 17) 
Test Year Property Taxes 
Adjustment to Test Year Property Taxes (Line 18 - Line 19) 

Property Tax on Company Recommended Revenue (Line 16 +. Line 17) 
Company Test Year Adjusted Property Tax Expense (Line 18) 
Increase in Property Tax Due to Increase in Revenue Requirement 

as acfjusted 
S 10,361,603 

2 
20,723,206 
10,361,603 
31,084,809 

3 
10,361,603 

2 
20,723,206 

50,681 
20,672,525 

20.0% 
4 , I  34,505 
13.9322% 

$ 576,026 

5 576,026 
5 627,380 
$ (51,354) 

Increase in Property Tax Due to Increase in Revenue Requirement (Line 24) 
Increase in Revenue Requirement 
Increase in Property Tax Per Dollar Increase in Revenue (Line 26 / Line 27) 

Recommended 
S 10,361.603 

2 
20,723,206 
11,020,691 
31,743,897 

3 
10,581,299 

2 
21,162,598 

50,681 
21,111,917 

20.0% 
4,222,383 
13.9322% 

$ 588,269 

$ 588,269 
!§ 576,026 
$ 12,243 

$ 12,243 
$ 659,088 

1.85762% 



Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Adjustment to Revenues and Expenses 
Adjustment Number 3 

Rate Case Expense 

Line 
- No. 
1 
2 
3 Estimated Rate Case Expense 
4 
5 
6 
7 Annual Rate Case Expense 
8 
9 
10 
11 Increase(decrease) Rate Case Expense 
12 
13 Adjustment to Revenue and/or Expense 
14 
15 
16 Reference 
17 Testimony 
18 
19 
20 

Estimated Amortization Period in Years 

Test Year Rate Case Expense 

$ 222,600 

3 

$ 74,200 

$ 

$ 74.200 

Exhibit 
Schedule C-2 
Page 4 
Witness: Bourassa 

$ 74,200 



Litchfield Park Service Company - Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31, 2012 

Adjustment to Revenues and Expenses 
Adjustment Number 4 

Revenue Annualization 

Line 
p& 
1 
2 
3 
4 Revenue Annualization 
5 
6 
7 
8 Total Revenue from Annualization 
9 
10 
11 
12 
13 SUPPORTING SCHEDULES 
14 
15 H-1 
16 
17 
18 
19 
20 

Adjustment to Revenue and/or Expense 

C-2 pages 5 1 to 5 7 

Exhibit 
Schedule C-2 
Page 5 
Witness: Bourassa 

125,490 

$ 125,490 

$ 125,490 
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Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Adjustment to Revenues and Expenses 
Adjustment Number 5 

Revenue Accrual 

Line 
No. 

1 
2 Correct Revenue Accrual Adjustment 
3 
4 
5 
6 Adjustment to Revenues 
7 
8 
9 
10 
11 Reference 
12 Testimony 
13 Work papers 
14 
15 
16 
17 
18 
19 
20 

Adjustment to Revenue andlor Expense 

$ 29,814 

$ 29.814 

Exhibit 
Schedule C-2 
Page 6 
Witness: Bourassa 

29,814 



Litchfield Park Service Company - Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Adjustment to Revenues and Expenses 
Adjustment Number 6 

Salaries and Wages Annualization 

Line 
No. 

1 
2 
3 Avarage Wage Increase 
4 
5 
6 

Test Year Salaries and Wages 

Increase In Salaries and Wages 

Adjustment to Salaries and Wages 
7 
8 
9 
10 
11 
12 Reference 
13 Testimony 
14 Work papers 
15 
16 
17 
18 
19 
20 

Adjustment to Revenue and/or Expense 

$ 1,077,158 
3% 

$ 32,315 

Exhibit 
Schedule C-2 
Page 7 
Witness: Bourassa 

$ 32,315 

$ 32.315 



Litchfield Park Service Company - Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Adjustment to Revenues and Expenses 
Adjustment Number 7 

Employee Benefts 

Line 
No. 
1 
2 Change in Employee Benefits 
3 
4 
5 
5 
7 
8 
9 
10 
11 Reference 
12 Testimony 
13 Work papers 
14 
15 
15 
17 
18 
19 
20 

Adjustment to Salaries and Wages 

Adjustment to Revenue and/or Expense 

76,431 

$ 76,431 

76 431 

Exhibit 
Schedule C-2 
Page 8 
Witness: Bourassa 



Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Adjustment to Revenues and Expenses 
Adjustment Number 8 

Corporate Cost Annualization 

Line 
No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 Reference 
12 Testimony 
13 Work papers 
14 
15 
16 
17 
18 
19 
20 

Change in Management Services - Corporate 

Adjustment to Management Services - Corporate 

Adjustment to Revenue and/or Expense 

(421,368) 

$ (421,368) 

(421.368) 

Exhibit 
Schedule C-2 
Page 9 
Witness: Bourassa 



Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Adjustment to Revenues and Expenses 
Adjustment Nurnber 9 

Liberty Utilities Costs 

Line 
No. 

1 
2 Change in Management Services - Liberty Utilities 
3 
4 
5 
6 
3 
8 
9 
10 
11 Reference 
12 Testimony 
13 Work papers 
14 
15 
16 
17 
18 
19 
20 

Adjustment to Management Services - Liberty Utilities 

Adjustment to Revenue andlor Expense 

$ (21,457) 

$ (21,457) 

$ (21,457) 

Exhibit 
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Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Adjustment to Revenues and Expenses 
Adjustment Number 10 

Line 
No. 
1 
2 Test Year Purchased Power 
3 

4 Cost Per 1,000 gallons 
5 

Test Year Gallons Treated (in 

Annualize Purchased Power 

1,000s) 

6 
7 
8 Increase in Purchased Power 
9 
10 
11 
12 
13 Reference 
14 Testimony 

16 
17 
18 
19 
20 

Additional Gallons Treated from Annualization 

Adjustment to Revenue and/or Expense 

1 5  H- I  

$ 606,563 
1,223,828 

0.50 

9.812 

$ 4,863 

$ 4,863 

Exhibit 
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Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Adjustment to Revenues and Expenses 
Adjustment Number 11 

Annualize Sludge Removal Expense 

Line 
No. 
1 
2 Test Year Sludge Removal Expense 
3 
4 Gallon Treated (in 1,000's) 
5 
6 Cost per 1,000 gallons 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 Reference 
21 Testimony 
22 

Number of bills during test year (excluding effluent) 

Average flow per bill per month (in 1,000's) 

Increase (decrease) in number of bills (excluding effluent) 

Increase (decrease) in flows (in 1,000's) 

Increase (decrease) in Sludge Removal 

Adjustment to Revenue and/or Expense 

$ 230,913 

1,223,828 

$ 0.19 

191,338 

6.4 

3,273 

20,947 

$ 3,980 

$ 3,980 

Exhibit 
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Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31, 2012 

Adjustment to Revenues and Expenses 
Adjustment Number 12 

Annualize Postaae 

Line 
No. 
1 
2 Additional billings from annualization 
3 Postage rate 
4 
5 Increase (decrease) in Postage 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 Reference 
19 Testimony 
20 
21 
22 

Adjustment to Revenue and/or Expense 

Schedules G-2 pages 5.1 to 5.5 

3,273 
$ 0.46 

$ 1,506 

5 1,506 

Exhibit 
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Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31, 2012 

Adjustment to Revenues and Expenses 
Adjustment Number 13 

Third Party Revenues and Reimbursements 

Line 

1 
2 
3 
4 Increase (decrease) in Revenues 

5 
6 Labor cost reimbursements 

No 

Billings to thrid parties for pro-rate shae of infrastructure costs 

7 
8 
9 
10 Purchased power cost reimbursements 
11 
12 
13 
14 Chemical cost reimbursements 
15 
16 
17 
18 Miscellaneous cost reimbursements 
19 
20 
21 
22 
23 
24 
25 
26 Reference 
27 Testimony 
28 Work papers 

Increase (decrease) in Salaries &Wages Expense 

Increase (decrease) in Purchased Power Expense 

Increase (decrease) in Chemicals Expense 

Increase (decrease) in Miscellaneous Expense 

$ 44,984 

$ 44,984 

Exhibit 
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Litchfield Park Service Company -Wastewater Division ~ dba Liberty Utilities 
Test Year Ended December 31,2012 

Adjustment to Revenues and Expenses 
Adjustment Number 14 

Remove Other Revenue and Expense 

Line 
No. 
1 
2 Interest Income 
3 

4 
5 
6 Adjustment to Interest Income 
7 
8 
9 
10 
11 Reference 
12 Testimony 
13 Work papers 
14 
15 
16 
17 
18 
19 
20 

Adjustment to Revenue and/or Expense 

$ (99,563) 

$ (99,563) 

(99,563) 

Exhibit 
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L i t c h f i e l d  Park  S e r v i c e  C o m p a n y  - W a s t e w a t e r  D i v i s i o n  - d b a  L ibe r t y  Ut i l i t i es  

Test Year  Ended December  3 1 , 2 0 1 2  
Adjustment to Revenues and Expenses 

Adjustment Number  15 

Exhibit 
Schedule C-2  
Page 16 
Witness : Bourassa 

Interest Synchronization 

Line 
- No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 

75 
16 
17 
18 
19 
20 

Fair Value Rate Base 
Weighted Cost of Debt  
Interest Expense 

Test Year  Interest Expense 

Increase (deci-ease) in Interest Expense 

Adjustment to Revenue andlor Expense 

Weighted Cost ofDebcCAmputation 
Pro forma CarJrtal Structure 

Percent 
Debt 15 87% 

21 Equity 
22 Total 
23 
24 
25 
26 
27 
28 
29 
30 

$ 23,877,697 
1.09% 

$ 259,945 

$ 349,841 

(8 9,896) 

$ 89.896 

Weighted 
Cost QJsJ 

6.86% 1.09:/0 
84.13% 10.00% 8.41 % 

100.00% 9.50% 



Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Adjustment to Revenues and/or Expenses 
Adjustment Number 16 

Line 
No. 
1 Income Taxes 

Exhibit 
Schedule C-2 
Page 17 
Witness: Bourassa 

2 
3 
4 Compauted Income Tax 
5 
6 
7 

9 
10 
1: 
12 
13 SUPPORTING SCHEDULE 
14 C-3, page2 
15 
16 
17 

19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 

Test Year Income tax Expense 
Adjustment to Income Tax Expense 

a 

l a  

Test Year Test Year 
at Present Rates at Proposed Rates 

$ 1,013,153 $ 1,262,828 
1,013,153 

$ 1,013,153 $ 249,675 



Litchfield Park Service Company -Wastewater Division - dba  Liberty Utilities 
Test Year Ended December 31,2012 

Computation of Gross Revenue Conversion Factor 

Exhibit 
Schedule C-3 
Page 1 
Witness: Bourassa 

bine 
No DescriDtion 

1 
2 
3 Property Taxes 
4 
5 
6 Total Tax Percentage 
7 
8 
9 
I O  
I1 
12 
13 1 = Gross Revenue Conversion Factor 
14 Operating Income YO 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 SUPPORTING SCHEDULES 
26 C-3, page 2 
27 

29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

Combined Federal and State Effective Income Tax Rate 

Operating Income % = 100% - Tax Percentage 

28 

Percentage 
of 

Incremental 
Gross 

Revenues 
3 8.599% 

1.141% 

39.739% 

60.261 % 

1.6595 

RECAP SCHEDULES: 
A- 1 



LiBhf ie ld  Park Service Company-  Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31. 2012 

2624824 S 2624624 
6 96800/0 6 966C% 

5 2441926 $ 2441926 
5 1 ~ 2 2 9 8  C ~ i o2090  

Exhibit 
Schedule C 3 
Page 2 
wnncss Bourassv 

3271 670 $ 3 271 670 
6 %EOD/ 6 968011 
227970 C 227970 

3043700 2 3343700 

GROSS REVENUE CONVERSION FACTOR 

7,500 
6250 
6500 

E l  650 
716355 

l ,me 
NO Descridlon 

Ca:alci,$fm or Gross Revenup Conuwsion hacior 

Uncollecible Factor (Line 1 * )  

Combined Federal and Stale IncomeTax and Property Tzx Rate (Line 23) 

Revenue Con\'ersion Factor(L1 I L5) 

Calcula i w  u f  Uncolleciible Fac& 

Combined Fedelal and StateTax Rate (L17) 
One Minus ComDlned Income Tax Rate (L7 ~ L 8  ) 

I Revenue 
9 
3 Revenues (L1 - 12) 
4 
5 Subtotal (13 - L4) 
6 

7 u m t y  
8 
9 

11 uncoilectkdeFactor(L9 'LIo) 
10 llncollectlhle Rate 

Calcuiaf,on of Effectwe Tax Rate 
Operating Income Before Taxes (Arizona Taxable income) 

Federai Taxable income (112 - L13) 
Applicable iederal  Income Tax Rate (155. Cal E) 
Emctive Federal IrcomeTax Rate (L14 x L15; 
Combined Federal arid Slate Income Tax Rate (113 +L16) 

Calcuhiion of Erectwe Propettv Ta Y Facror 

79 Combined Federal and irate Income Tax Rate ( L l i )  
20 One hAinus Combined IncomeTau Rate  (L18-Llg) 
21 Property Tax Factor 
72 Effective Propelty Tax Factor jLZC'L21) 
23 Combined Federal and State Income Tax ana Property Tax Rate (i17tL22) 

12 
13 Arizona State lncomciax Rate 
14 
15 
16 
li 

18 unitji 

$ i , 5cc  

5 H 5ro 
S 62FC 

$ Y 1 b5U 
$ 716,355 

Calctr/af!on oflncome Tax 

Operating Expenses Excluding Income Taxes 
39 Revenne 
40 
ill Synchronized Interest (L41) 
42 4reona Taxable Income (L30- LJ0 L41) 
43 4mona State Effective Income Tax Rate (see work papers) 
44 hrizona Income Tax (L42 x 143) 
45 Federal Taxable Incoiiie (142- L44) 
46 
47 Federal Tax on Firs[ l n ~ ~ i i i e  Brdcket ( $ 1  - $50 000) @ 15% 
48 Federal Tax on Second Income Bracket(853,001 ~ $75,000) @ 25% 
49 Federal Tax on Third Income Bracket ($75 001 ~ .alon.non) @ 34% 
50 Federal Tax on Fourth Ihcoire Bracket (SI00 no1 ~ s335,uuu) @ 3$!% 
11 Federal Tax on Fie? Income Biacket(1335.001 3 1 0  000.300: @ 34% 
E2 
E3 10.31 Federal lnccme l a x  
54 Combined Federal and State income Tax (L35 + 142) 

i i  

100 0000Y~ 
0 0000% 

100 0000'Yu 
39 73954 

~~ 6 0 6 0 5 %  
1659461 

100 0000B 
32 5989% 
61 401171, 
0 onnn'xl 

0 0000~h 

100 0000Yb 
6 9680% 

93 0320% 
34 0000% 
31 630990 

38 5929"h 

7500 $ 7,500 

8,Zrno 5 ~ . m  
Y1.6',0 ih '11.650 

6.250 $ 6 2 5 0  

100 onnos., 
38 59M9% 
61 4011?6 

18576% 

- 

920,958 

8 2.268.786 
B 1,871 6^6 

$ 

5 1,262.828 
$ 1,013,153 

$ 

5 11,020,691 

S 
S 

0 0000"/" 

B 

B 920,958 

8 588 269 
- $ 576,026 

8 

S ___._ 830.255 

11406'h 
39 7395% 

1,034,858 C 1 334,858 $ 830,255 ____ 

397,170 

240,675 

12.243 

$ 650,080 

sewre, J 
S 10,361,603 I $  10361,603 1 I I s  11 020691 15 11,020691 I 

55 
56 
57 

COMBINED Applicable Federal Income Tax Rate [Col [DI L53 - Col [A ]  L53 I Col ID] -45 - Col [A], L45] 
~lASTC'NATCRApFli3able Feaeial IncomeTax Rate[Sol [E] L53- Col [D] L53]l[Co [E]. L45-Col  [O] L45] 
=Applicable Federal 1 1 1 ~ 0 1 1 ~  Tan Rate [Col [_I L53 - Col IC!. -5311 IC01 IF1 L45 . COI IC1 L451 

34 DOOOYO 
34 o m %  

0 0000% 

Cahulallon of InteIest Svllchionmt,0n.. 

Weighted Average Cast of Deb: 
Synchronized Interest (L45 X L46) 

58 Kate Sane 
59 
60 

10887'h 



Line 
I1 ~ 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 
52 
53 
54 
55 
56 
5 7  
58 
59 
60 
61 
62 
63 
64 
65 

Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Comparative Balance Sheets 

Exhibit 
Schedule E- I  
Page 1 
Witness- Bourassa 

ASSETS 
Plant In Service 
Non-Utility Plant 
Construction Work in Progress 
Less Accumulated Depreciation 
Net Plant 

Debt Resew Fund 

CURRENT ASSETS 
Cash and Equivalents 
Restricted Cash 
Accounts Receivable, Net 
Inter-Company Receivable 
Notes Receivable 
Materials and Supplies 
Prepayments 
Other Current Assets 
Total Current Assets 

Unamort Debt Disc And Expense 
Other Deferred Debits 
Deferred Debits 

Other Assets 

TOTAL ASSETS 

LIABILITIES AND STOCKHOLDER EQUITY 

Stockholdets Equity 

Long-Term Debt 

CURRENT LlABl LITIES 
Accounts Payable 
Current Portion of Long-Term Debt 
Payables to Associated Companies 
Security Deposits 
Customer Meter Deposits, Current 
Current Portion of AlAC 
Accrued Taxes 
Accrued Interest 
Other Current Liabilities 
Total Current Liabilities 

DEFERRED CREDITS 
Customer Meter Deposits, less current 
Advances in Aid of Construction 
Accumulated Deferred Income Taxes 
Contributions In Aid of Construction 
Accumiilated Amortization 
Total Deferred Credits 

Total Liabilities & Common Equity 

S U PPORTl NG SCHEDULES. 

Test 
Year Year Year 

Ended Ended Ended 
12/31 1201 0 12/31/2012 12/31/2011 

$ 74,571,547 $ 71,539,761 $ 67,346,027 

(14,441,042) (1 5,051,914) (1 3,080,785) 
$ 60,130,505 $ 56,487,847 $ 54,265,242 

$ - $  - $  

$ - $  - $  

$ (62,555) $ 57,434 $ 9,001 
785,949 776,299 773,869 

1,755,385 1,473,039 1,456,627 
4,666,537 2,298,787 75,527 

74,761 97,162 67,946 

$ 7,220,077 $ 4,702,721 $ 2,382,970 

$ 184,680 $ 198,858 $ 213,239 

~~ 

$ 143,573 $ 241,583 $ 214,692 
$ 328.253 $ 440,441 $ 427,932 

$ - $  - $  

$ 67,678.836 $ 61,631,009 $ 57,076,144 

$ 21,193,932 $ 15,430,926 $ 14,844,661 

$ 5,321,804 $ 5,491,716 $ 5,658,213 

$ - $  - $  
157,761 150,205 142,711 

155,440 168.910 192,818 

68,000 68,000 68,000 
44,211 207,903 173,522 
80,731 92,464 97,485 

1,182,381 194,712 182,849 
$ 1,688525 $ 882,195 $ 857,385 

95.892 35,447 5,000 
11,577.290 11,637,622 11,708,229 

182,183 
32,415,368 32,138,828 27.928.733 

694,371 695,910 

(5,308,346) (4,681,636) (4,108,260) 
$ 39,474,575 $ 39,826,172 $ 35,715,885 

$ 67,678,836 $ 61,631,009 $ 57,076,144 



Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Exhibit 
Schedule E-2 

Comparative Income Statements Page 1 
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Line 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 

No. 
Revenues 

Flat Rate Revehnue 
Reclaimed Water Revenues 
Other Water Revenues 

Total Revenues 
Operating Expenses 

Salaries and Wages 
Purchased Water 
Purchased Power 
Sludge Removal Expense 
Fuel for Power Production 
Chemicals 
Materials and Supplies 
Management Services - US Liberty Water 
Management Services - Corporate 
Management Services - Other 
Outside Services - Accounting 
Outside Services - Engineering 
Outside Services- Other 
Outside Services- Legal 
Water Testing 
Rents - Office 
Equipment Rental 
Transportation Expenses 
Insurance - General Liability 
Insurance - Vehicle 
Reg Comm. Exp - Other 
Reg. Comm. Exp. - Rate Case 
Miscellaneous Expense 
Bad Debt Expense 
Depreciation and Amortization Expense 
Taxes Other Than Income 
Property Taxes 
Income Tax 

Total Operating Expenses 
Operating Income 
Other Income (Expense) 

Interest Income 
Other Income 
Interest Expense 
Other Expense 
Gain (loss) on Disposal of Equip 

Total Other Income (Expense) 
Net Profit (Loss) 

SUPPORTING SCHEDULES: 

Test Prior Prior 
Year Year Year 

Ended Ended Ended 
12/31/2012 12/31/2011 12/31 1201 0 

$ 9,698,079 $ 9,396,172 $ 6,762,014 

463,236 389,008 395,233 
$ 10,161,315 $ 9,785,181 $ 7,157,247 

$ 1,077,158 
26,656 

606,563 
230,913 

363,900 
86,994 

1,490,515 
1,120,319 

2,161 

222,303 
25,746 
57,735 
40,007 

3,076 
26,465 
57,823 
1 1,506 
14,189 

94,505 
45,215 

1,251,940 

627,380 

$ 7,483,069 
$ 2,678,246 

$ 1,021,024 
28,607 

616,910 
222;628 

450,928 
87,492 

731,184 
1,552,959 

6 069 

165 583 
40 237 
59 309 
40 998 

4 605 
23 912 
62 597 
6 825 
I 4,658 

98 282 
13.524 

1,465 338 

557.595 
89.535 

$ 7,360.798 
$ 2,424,383 

$ 1,076,551 
15,666 

629,703 
196,188 

372,024 
90,390 

783,705 
1,279,023 

5,880 

153,454 
24,317 
48,560 

3,411 
1,258 

32,221 
64,033 

1,953 
14,658 

86,563 
13,813 

1,560,582 

470,860 

$ 6,924,814 
$ 232,432 

99,563 150,027 5,727 

(349,841) (381.918) (403,099) 

$ (250,278) $ (231 891) S (397,372) 
$ 2,427,968 $ 2,192 491 S (164,940) 

RECAP SCHEDULES: 
A-2 



Line 
No. 
I 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 

.- 

Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,201 2 

Comparative Statements of Cash Flows 

Exhibit 
Schedule E-3 
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Cash Flows from Operating Activities 
Net Income 
Adjustments to reconcile net income to net cash 

provided by operating activities: 
Depreciation and Amortization 
Depreciation and Amortization Adjustments 
Changes in Certain Assets and Liabilities: 

Accounts Receivable 
Restricted Cash 
Materials and Supplies Inventory 
Prepaid Expenses 
Deferred Charges 
Receivables to Associated Co. 
Accounts Payable 
Interest Payable 
Customer Meter and Security Deposits 
Taxes Payable 
Other assets and liabilities 
Rounding 

Net Cash Flow provided by Operating Activities 
Cash Flow From Investing Activities: 

Capital Expenditures 
Plant Held for Future Use 
Changes in Special Funds 

Net Cash Flows from Investing Activities 
Cash Flow From Financing Activities 

Change in Restricted Cash 
Proceeds from Long-Term Debt 
Net receipt of contributions in aid of construction 
Net receipts of advances in aid of construction 
Repayments of Long-Term Debt 
Distributions 
Deferred Financing Costs 
Paid in Capital 

Net Cash Flows Provided by Financing Activities 
Increase(decrease) in Cash and Cash Equivalents 
Cash and Cash Equivalents at Beginning of Year 
Cash and Cash Equivalents at End of Year 

SUPPORTING SCHEDULES: 
Workpapers 

Test Prior Prior 
Year Year Year 

Ended Ended Ended 
12/31/2012 12/31/2011 12/31/2010 

$ 2,427,968 $ 2,192,491 $ (164,940) 

1,251,940 1,465,338 1,560,582 
(2,489,522) (67,585) (67,587) 

(282,346) 
(9,650) 

22,401 
11 0,649 

(2,367,750) 

(1 1,733) 
46,975 

(163,692) 
987,669 

(16,412) 
(2,430) 

(29,216) 
501,217 

(2,223,260) 

(5,021) 
6,539 

34,381 
11,863 

(661,269) 
1,736 

137,209 
(200,884) 

(2,275,409) 
(64,904) 

2,742 
(280,718) 

(1,661) 
(46,059) 

(2) 3 (1) 
$ (477,093) $ 1,867,908 $ (2,061,162) 

(3,031,786) (4,193,734) (1,571,874) 

$ (3,031,786) $ (4,193,734) $ (1,571,874) 

276.540 421 0,095 1,287,877 
(60,332) (70,607) 4,831,650 

(1 62,356) (159,003) (134,782) 

3,335,038 (1,606,226) (2,106,936) 
$ 3,388,890 $ 2,374,259 $ 3,877,809 

(1 19,989) 48,433 244,773 
57,434 9,001 (235,772) 

$ (62,555) $ 57,434 $ 9,001 

RECAP S C H E D U L E  
A-5 



Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31, 2012 

Statement of Changes in Stockholdets Equity 

Exhibit 
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Line 
No. 

1 
2 
3 
4 Balance, December 31, 2009 
5 
6 Distributions 
7 Rounding 
8 Net Income 
9 
10 
11 
12 Distributions 
13 Rounding 
14 Netlncorne 
15 
16 
17 
18 Distributions 
19 Rounding 
20 Net Income 
21 
22 Balance, December, 2012 
23 
24 
25 
26 
27 
28 
29 SUPPORTING SCHEDULES: 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

Addnl Paid In Capital Adjustment 

Balance, December 31, 201 0 
Addnl Paid In Capital Adjustment 

Balance, December 31, 201 1 
Addnl Paid In Capital Adjustment 

Stockholder's Retained 
Equity Earninqs Total 

$ 17,116,537 $ - S 17,116.537 
(2,106,936) (2,106,936) 

164,940 > 
$ 15,009,601 $ (164,940) $ 14,844,661 

(1,606,226) (1,606,226) 

2,192,49 1 2.1 92,491 

$ 13,403.375 $ 2,027,551 $ 15,430,926 
3,335,038 3,335,038 

2.427.968 2.427.968 

$ 16,738,413 $ 4,455,519 S 21,193,932 

RECAPSCHEDULES: 
E-I 



Litchfield Park Service Company - Wastewater Div is ion - dba Liberty Util i t ies 
Test Year Ended December 31,2012 

Detail of Plant in Service 

Exhibit 
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Line 
No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 

Acct. 
No. 

351 
352 
353 
354 
355 
360 
361 
362 
363 
364 
366 
367 
370 

371 .O 
374.0 
375 

380.0 
381 .O 
382 
389 
390 

390.1 
391 
392 
393 
394 
3 96 
398 

Plant Description 

Organization 
Franchise 
Land 
Structures & Improvements 
Power Generation 
Collection Sewer Forced 
Collection Sewers Gravity 
Special Collecting Structures 
Customer Services 
Flow Measuring Devices 
Reuse Services 
Reuse Meters And Installation 
Receiving Wells 
Pumping Equipment 
Reuse Distribution Reservoirs 
Reuse Trans. and Dist. System 
Treatment & Disposal Equipmenl 
Plant Sewers 
Outfall Sewer Lines 
Other Sewer Plant & Equipment 
Office Furniture 8 Equipment 
Computers and Software 
Transportation Equipment 
Stores Equipment 
Tools, Shop And Garage Equip 
Laboratory Equip 
Cornmunicat ion Equip 
Other Tangible Plant 
CWlP 

TOTAL WATER PLANT 

SUPPORTING SCHEDULES 
Workpapers 

Plant 
Balance 

at 
12/31/2011 

$ 

1,853,302 
19,545,359 

605,018 
1,162,305 

31,759,903 

50,870 
47,019 

4,057,541 
53,866 

860,393 
1,907,441 

62,825 
41 9,320 

5,537,692 
47,788 

343,681 
742,502 
231,350 

29,446 
8,968 

92,709 
179,237 
418,996 

1,522,231 

Plant 
Additions, 
Reclass- Plant 

ications or Balance 
or at 

Retirements 12/31/2012 

5 - $  

(2,720) 
4,662,955 

(1,686) 
2 92 

126,778 

25,320 

118 
(809) 

(9,113) 

(136,941) 
(539) 

1,013 
47,778 

14 

128,997 
44,390 

4,051 

52,922 
7.111 

(1,918.145) 

1,850,582 
24,208,314 

603,332 
1,162,597 

31,886,680 

76,190 
46,210 

4,057,660 
44,753 

860,393 
1,770,500 

62,286 
420,334 

5,585,470 
47,802 

343,681 
871,498 
275,740 

33,497 
8,968 

145,631 
186,348 
41 8,996 

(395,914) 

$ 71,539,761 5 3,031,786 $ 74,571,547 

RECAP SCHEDULES: 
A-4 
E- 1 



Line 
No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 

Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 
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WASTEWATER STATISTICS: 

Total Gallons Treated (in Thousands) 

Wastewater Revenues from Customers:’ 

Year End Number of Customers 

Annual Gallons (in Thousands) 
Treated Per Year End Customer 

Test Prior Prior 
Year Year Year 

Ended Ended Ended 
1 2/31 I201 2 12/31/2011 12/31 /2010 

1,223,828 1,267,560 1,263,468 

$ 10,161,315 $ 9,785,181 $ 7,157:247 

19,433 18,791 18,536 

63 67 68 

Annual Revenue per Year End Customer $ 522.89 $ 520.74 $ 386.13 

Pumping Cost Per 1,000 Gallons 
Purchased Water Cost per 1,000 Gallons 

$ 0.4956 $ 0.4867 $ 0.4984 
5 - $  - $  

Effective customer. An effective customer considers the number of un i t s  served for multi-unit customers 



Litchfield Park Service Company - Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Taxes Charged to Operations 

Exhibit 
Schedule E-8 
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Line 
No. 

1 Description 
2 
3 State Income Taxes 
4 Federal Income Taxes 
5 Payroll Taxes 
6 Property Taxes 
7 
8 Totals 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 

Test Prior Prior 
Year Year Year 

Ended Ended Ended 
12/31/2012 12/31/2011 12131/2010 

$ - s - $  
89,535 

627.380 557,595 470,860 

!$ 627,380 S 647,131 $ 470,860 



Litchfield Park Service Company -Wastewater Divis ion - dba Liberty Utilities 
Test Year Ended December 31,2012 

Notes To Financial Statements 

Exhibit 
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Line 
No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
1 1  
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

Audited financial statements will be provided upon request 



Line 

2 
3 
4 
5 
6 
7 
8 
9 
'10 
11 
12 
13 
14 
15 
16 
17 
16 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
36 
39 
40 
41 
42 
43 
44 
45 
46 
47 
46 
49 
50 
51 
52 

Litchfield Park Service Company - Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31, 2012 

Projected Income Statements - Present & Proposed Rates 

Ex hi bit 
Schedule F-1 
Page 1 
Wtness: Bourassa 

Revenues 
Metered Water Revenues 
Unmetered Water Revenues 
Other Water Revenues 

Operating Expenses 
Salaries and Wages 
Purchased Water 
Purchased Power 
Sludge Removal Expense 
Fuel for Power Production 
Chemicals 
Materials and Supplies 
Management Services - OS Liberty Water 
Management Services - Corporate 
Management Services - Other 
Outside Services -Accounting 
Outside Services Engineering 
Outside Services- Other 
Outside Services- Legal 
Water Testing 
Rents - Office 
Equipment Rental 
Transportation Expenses 
Insurance - General Liability 
Insurance Vehicle 
Reg Comm Exp -Other 
Reg Comm Exp -Rate Case 
Miscellaneous Expense 
Bad Debt Expense 
Depreciation and Amortization Expense 
Taxes Other Than Income 
Property Taxes 
Income Tax 

Total Operating Expenses 
Operating Income 
Other Income (Expense) 

Interest Income 
Other income 
Interest Expense 
Other Expense 
Gain/Loss Sale of Fixed A s s e t s  

Total Other Income (Expense) 
Net Profit (Loss) 

SUPPORTING SCHED- 
C-I 

At Present At Proposed 
Rates Rates 

Test Year Year Year 
Actual Ended Ended 
Results 12/31/2013 12/31/2013 

$ 9,698,079 $ 9,853,383 $ 10,512,471 

463,236 508,220 508,220 
$ 10,161,315 $ 10,361,603 $ 11,020,691 

5 1,077,156 $ 
26,656 

606,563 
230,913 

363.900 
86,994 

1,490.51 5 
1,120,319 

2,161 

222,303 
25,746 
57,735 
40,007 
3,076 

26,465 
57,823 
1 1,506 
14,169 

94,505 
45,215 

1,251,940 

627,360 

1,168,151 
26,656 

601,635 
234,893 

357,986 
86,994 

1,469,058 
698,951 

2,161 

222,303 
25,746 
57,735 
40,007 
3,076 

26,465 

11,506 
14,169 
74,200 
77,293 
45,215 

1,598,765 

576,026 
1.01 3,153 

57,823 

$ 1,166,151 
26,656 

601,635 
234,893 

357,966 
86,994 

1,469,058 
698,951 

2,161 

222,303 
25,746 

40.007 
3,076 

26,465 
57,623 
1 1,506 
14,169 
74,200 
77,293 
45,215 

1,598,765 

57,735 

586,269 
1,262,826 

$ 7,483,069 $ 8,489,987 $ 8,751,906 
S 2,678,246 $ 1,871,616 $ 2,268,786 

99,563 

(349,841 ) (259,945) (259,945) 

$ (250,278) $ (259,945) $ (259,945) 
$ 2,427,968 $ 1,611,671 $ 2,008,841 



Line 
No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 

23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 

Litchfield Park Service Company - Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 

Projected Statements of Changes in Financial Position 
Present and Prooosed Rates 

Exhibit 
Schedule F-2 
Page 1 
Witness: Bourassa 

Cash Flows from Operating Activities 
Net income 
Adjustments to reconcile net income to net cash 

provided by operating activities: 
Depreciation and Amortization 
Depreciation Adjustments 
Changes in Certain Assets and Liabilities: 

Accounts Receivable 
Unbilled Revenues 
Materials and Supplies Inventory 
Prepaid Expenses 
Deferred Charges 
Notes Receivable 
Accounts Payable 
Intercompany payable 
Customer Meter Deposits 
Taxes Payable 
Other assets and liabilities 
Rounding 

Net Cash Flow provided by Operating Activities 
Cash Flow From Investing Activities: 

Capital Expenditures 
Plant Held for Future Use 
Changes in debt reserve fund 

Net Cash Flows from Investing Activities 
Cash Flow From Financing Activities 

Change in Restricted Cash 
Change in net aniounts due to parent and affiliates 
Net Receipt contributions in aid of construction 
Net receipts of advances in aid of construction 
Repayments of Long-Term Debt 
Dividends Paid 
Deferred Financing Costs 
Paid in Capital 

Net Cash Flows Provided by Financing Activities 
Increase(decrease) in Cash and Cash Equivalents 
Cash and Cash Equivalents at Beginning of Year 
Cash and Cash Equivalents at End of Year 

SUPPORTING SCHEDULES: 
E- 3 

At Present At Proposed 
Rates Rates 

Test Year Year Year 
Ended Ended Ended 

12/31 /20 12 12/31/2013 1 213 11’201 3 

$ 2,427,968 $ 1,611,671 $ 2,008,841 

1,251,940 45,21 5 45,215 
(2,489,522) 

(282,346) 
(9,650) 

22,401 
1 10,649 

(2,367,750) 

(1 1,733) 
46,975 

(1 63,692) 
987,669 

(2) 
$ (477,091) $ 1,656,887 S 2,054,056 

(3,031,786) (532,000) (532,000) 

$ (3,031,786) $ (532,000) $ (532,000) 

276,540 276,540 276,540 
(60,332) (60,332) (60,332) 

(162,356) (1 62,356) (162,356) 

3,335,038 
$ 3,388,890 $ 53,852 $ 53,852 

(1 19,987) 1 ,I 78,739 1,575,908 
57,434 (62,553) (62,553) 

S (62,553) S 1,116,185 $ 1,513,355 



Line 
No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
IO 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 

29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

28 

Litchfield Park Service Company -Wastewater Division - dba Liberty Utilities 
Test Year Ended December 31,2012 
Projected Construction Requirements 

Account 
Number Plant Asset: 

351 
352 
353 
354 
355 
360 
361 
362 
363 
364 
366 
367 
370 
371 
374 
375 
380 
381 
382 
389 
390 

390.1 
391 
392 
393 
394 
396 
397 
398 

rota1 

Organization 
Franchise 
Land 
Structures & Improvements 
Power Generation 
Collection Sewer Forced 
Collection Sewers Gravity 
Special Collecting Structures 
Customer Services 
Flow Measuring Devices 
Reuse Services 
Reuse Meters And Installation 
Receiving Wells 
Pumping Equipment 
Reuse Distribution Reservoirs 
Reuse Trans. and Dist. System 
Treatment 8, Disposal Equipment 
Plant Sewers 
Outfall Sewer Lines 
Other Sewer Plant 8 Equipment 
Office Furniture & Equipment 
Computers and Software 
Transportation Equipment 
Stores Equipment 
Tools. Shop And Garage Equip 
Laboratory Equip 
Communication Equip 
Miscellaneous Equipment 
Other Tangible Plant 

Test Year 2013 
$ - $  

(2,720) 
4,662,955 

(1,686) 
292 

126,778 

25,320 
(809) 
118 

(9,113) 

(136,941) 
(539) 

1,013 
47,778 

14 

128,997 
44,390 

4,051 

52,922 
7,111 

12,000 

20,000 

230,000 

99,000 
46,000 

45,500 
4,500 

29,000 
6,000 

35,000 
5,000 

Exhibit 
Schedule F-3 
Page 1 
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$ 

262,000 

20,000 

235,000 

50,000 
46,000 

45,000 
4,500 

55,000 

29,000 
6,000 

50,000 
5,000 

2015 
$ 

1 15,000 

400,000 

20,000 

230,000 

52,000 
247,000 

45,500 
3,000 

60,000 

29,000 
7,000 

135,000 
5,000 

$ 4,949,931 $ 532,000 $ 807,500 $ ?,348,500 



Litchfield Park Service Company - Wastewater Division - dba Liberty Utilities Exhibit 
Test Year Ended December 31, 2012 

Assumptions Used in Rate Filing 
Schedule F-4 
Page 1 
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Line 
No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

- 
Property Taxes were computed using the method used by the Arizona Department 
of Revenue modified for ratemaking. 

Projected construction expenditures are shown on Schedule A-4. 

Expense adjustments are shown on Schedule C2, and are explained in the testimony 

Income taxes were computed using statutory state and federal income tax rates. 



Lrne 
NO. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
I 9  
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 

Litchfield Park Service Company - Wastewater Division dba Liberty Utilities 
Revenue Summary 

Test Year Ended December 31, 2012 
With Annualized Revenues to Year End Number of Customers 

Customer Classification 
Residential 
Residential - Low Income 
Residential HOA 145 
Residential HOA 172 
Residential HOA 560 
Subtotal 

Multi-Unit Housing 
MuRi-Unit 3 
Multi-Unit 5 
Multi-Unit 6 
Multi-Unit 7 
Multi-Unit 8 
Multi-Unit 13 
Multi-Unit 15 
Multi-Unit 16 
Multi-Unit 17 
Multi-Unit 22 
Multi-Unit 43 
Multi-Unit 78 
Multi-Unit 84 
Multi-Unit 123 
Multi-Unit 282 

Subtotal 

Small Commercial 
Measured Service: 

Regular Domestic 
Restaurant, Motels, Grocery, Dry Cleaning 

Subtotal 

Wigwam Resort - Per Room 
Wigwam Resort - Main 
Subtotal 

36 
37 Elementary Schools 
38 Middle and High Schools 

Exhibit 
Schedule H-1 
Page 1 
Witness: Bourassa 

Percent 
of 

Present 
Present Proposed Dollar Percent Sewer 

Revenues Revenues Chanqe Chanqe Revenues 
$ 7,214,632 $ 7,701,282 $ 486,650 675% 69.63% 

23,862 25,471 1,610 6.75% 0.23% 
67,843 72,419 4,576 6.75% 0.65% 
80,475 85,904 5,428 6.75% 0.78% 

262,013 279,686 17,674 6.75% 2.53% 
$ 7,648,824 $ 8,164,762 $ 515,938 6.75% 73.82% 

Percent 
of 

Proposed 
Sewer 

Revenues 
69.88% 

0.23% 
0.66% 
0.78% 
2.54% 

74.09% 

$ 10,423 $ 11,125 $ 703 6.74% 0.10% 0.10% 
4,524 4,829 305 6.74% 0.04% 0.04% 
6,948 7,417 468 6.74% 0.07% 0.07% 

109,439 116,817 7,379 6.74% 1.06% 1.06% 
6:948 7,417 468 6.74% 0.07% 0.07% 

62,102 66,289 4,187 6 74% 0.60% 0.60% 
267,082 285,089 18,007 6.74% 2.58% 2.59% 

6,948 7,417 468 6.74% 0.07% 0.07% 
7,383 7,881 498 6.74% 0.07% 0.07% 
9,554 10,198 644 6.74% 0.09% 0.09% 

18,674 19,933 1,259 6.74% 0.18% 0.18% 
33,874 36,158 2,284 6.74% 0.33% 0.33% 
36,480 38,939 2,460 6.74% 0.35% 0.35% 

106,833 114,036 7,203 6.74% 1.03% 1.03% 
122,467 130,724 8,257 6.74% 1.18% 1.19% 

$ 809,679 $ 864,269 $ 54.590 6.74% 7.81 % 7.84% 

$ 75,094 $ 80,151 5,057 6.73% 0.72% 0.73% 

$ 438.612 $ 468,179 29,567 6.74% 4.23% 4.25% 
375,664 400,985 25,322 6.74% 3.63% 3.64% 

$ 814,276 $ 869,165 $ 54,889 6 74% 7.86% 7.89% 

$ 143.312 $ 152,975 $ 9,662 6.74% 1.38% 1.39% 
17 200 18,359 1,159 674% 0 17% 0 17% 

$ 160,512 $ 171,334 $ 10,822 6 74% 1 .55% 1.55% 

$ 70,174 $ 74,904 $ 4,730 674% 068% 0 68% 
55 039 58,748 3,709 6.74% 053% 0.53% 

39 Community College 21,327 22,765 1,437 6.74% 0.21% 0.21% 
40 Subtotal $ 146,540 $ 156,417 $ 9,877 6.74% 1.41% 1.42% 
41 
42 Effluent Sales 72,967 72,967 000% 070% 0 66% 
43 Total Revenues Before Revenues Annualization $ 9,727 893 $ 10 379,065 $ 651 172 669% 9388% 94 18% 



LLlilC 

8% 
4 

2 
3 
1 
5 
6 
7 
i 
9 
IQ  
I1 
12 
"3  
14 
$ 5  
16 
I 7  
18 
19 
20 
27 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 

Litchfield Park Service Company -Wastewater Division dba Liberty Utilities 
Revenue Summary 

Test Year Ended December 31, 2012 
Wdh Annualized Revenues to Year End Number of Customers 

Exh i bit 
Schedule H-I 
Page 2 
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Customer Classification 

Revenue Annualization 
Residential 

Small Commercial 
Measured Serwce 

Regular Domestic 
Restaurant Motels. Grocery, Dry Cleaning 

Effluent Sales 
Subtotal Revenue Annualization 

Misc Service Revenues 
Mise Revenues 
Third Party Revenues (not on GL) 
Reconciling Amount to C-I 
Totals 

Reconciliation of Revenues 
Revenues per GL 
Revenue Accural FIX 
Adpsted GL Revenues 

Revenues before Annualization 

Difference 

Percent Percent 
of of 

Present Proposed 
Present Proposed Dollar Percent Sewer Sewer 

Revenues Revenues Chancre Chanqe Revenues Revenues 

$ 127,341 $ 135,931 $ 8,590 6 75% 123% 123% 

66 70 4 673% 000% 0 00% 

(I 644) (1,755) (111) 6 74% -0 02% -0 02% 

$ 125,490 $ 134,176 $ 8,686 6 92% 121% 1 22% 

3,014 3,217 203 674% 003% 0 03% 
(3,2871 (3,2 87) 0 00% -0 03% -0 03% 

$ 463,236 $ 463,236 $ 000% 447% 4 20% 

0 1770) (170) 000% 000% -0 01% 
$ 44984 $ 44,984 0 00% 043% 0 41% 

$ 10,361 603 $ 11,020,691 $ 659,088 6 36% 100 00% 100 00% 

$ 10,161,315 

$ 10.191,129 
29,814 

$ 10,191,129 

(0) 



Line 
- No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 

19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 

39 
40 
41 
42 

18 

38 

Litchfield Park Service Company ~ Wastewater Division dba Liberty Utilities 
Test Year Ended December 31,2012 

Analysis of Revenue by Detailed Class 
Special Rate Commercial Customers Pay Standard Commerical Rate 

Customer 
Classification 

Residential 
Residential - Low Income 
Residential HOA 145 
Residential HOA 172 
Residential HOA 560 

Multi-Unit Housing 
Multi-Unit 3 
Multi-Unit 5 
Multi-Unit 6 
Multi-Unit 7 
Multi-Unit 8 
Muki-Unit 13 
Multi-Unit 15 
Multi-Unit 16 
Multi-Unit 17 

Multi-Unit 22 
Multi-Unit 43 
Multi-Unit 84 
Multi-Unit 78 
Multi-Unit 123 
Multi-Unit 282 

Small Commercial 
Measured Sewice: 
Regular Domestic 
Restaurant, Motels, Grocery, Dry Cleaning 

Wigwam Resort - Per Room 
Wigwam Resort - Main 

Elementary Schools 
Middle and High Schools 
Community College 

Effluent Sales ($125 per acre foot) 
Effluent Sales ($100 per acre foot) 

- Effluent Sales ($200 per acre foot) 
Total 

Average 
Number of 
Customers 

at 
12/31/2012 

15,692 

1 
1 
1 

8 
2 
4 

36 
2 

11 
41 

1 
1 

1 
I 
1 
1 
2 
1 

95 

169 
72 

1 
1 

6 
4 
1 

0 
4 
0 

16,161 

Average 
Water Use 

NIA 

NIA 
NIA 
NIA 

NIA 
NIA 
NIA 
NIA 
NIA 
NIA 
NIA 
NIA 
NIA 

NIA 
NIA 
NIA 
NIA 
NIA 
NIA 

NIA 

55 837 
92 066 

NIA 
NIA 

NIA 
NIA 
NIA 

2,964 633 
4,321,326 
2,308,900 

Averaqe Bill 
Present Proposed 

Schedule H-2 
Page 1 
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Rates 
$ 38.99 

6,706.28 
5,653.55 

21,834.40 

108.57 

144.76 
253.33 
289.52 
470.47 
542.85 
579.04 
615.23 

796.18 
1,556.17 
3,039.96 
2,822 82 
4,451.37 

10,205 58 

65 93 

216.71 
432 79 

11,942.70 
1,433.30 

975 
1,147 
1.777 

1.127 
1.340 
1.593 

I 80.95 

Rates 
$ 41.62 

6,034.90 
7,158.64 

23,307.20 

11 5.89 
193.15 
154.52 
270.41 
309.04 
502.19 
579.45 
61 8.08 
656.71 

849.86 
1,661.09 
3,244.92 
3,013.14 
4,751.49 

10,893.66 

70.37 

231.31 
461.96 

12.747.90 
1,529.90 

1,040 
1,224 
I ,897 

1,127 
1,340 
1,593 

Proposed Increase 
Dollar Percent 

Amount 
$ 2.63 

381.35 
452.36 

1,472.80 

7.32 
12 20 
9 76 

17 08 
19 52 
31 72 
36 60 
39 04 
41 48 

53.68 
104.92 
204.96 
190.32 
300.12 
~ i 8 . 0 8  

4.44 

14.61 
29.17 

805 20 
96 60 

65.69 

11 9.79 
77.28 

Amount 
6.745% 

6.745% 
6.745% 
6.745% 

6.742% 
6.742% 
6.742% 
6.742% 
6.742% 
6.742% 
6.742% 
6.742% 
6.742% 

6.742% 
6.742% 
6.742% 
6.742% 
6.742% 
6.742% 

6.734% 

6.741% 
6.741% 

6.742% 
6.740% 

6.740% 
6.740% 
6.740% 

0.000% 
0.000% 
0.000% 
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Litchfield Park Service Company -Wastewater Division dba Liberty Utilities 
Present and Proposed Rates 

Test Year Ended December 31,2012 

Exhibit 
Schedule H-3 
Page 1 
Witness: Bourassa 

Customer Classification 

Monthly Charge for: 
Monthly Residential Service 

Present Proposed Percent 
Chartae Chanqe _Rates Rates 

$ 38.99 $ 41 62 $ 2.63 6.75% 

Multi-Unit Housing -Monthly per Unit $ 36.19 $ 38.63 $ 2.44 6.74% 

Commercial: 
Small Commercial - Monthly Service 
Measured Service: 

Regular Domestic: 
Monthly Service Charge 
Commodity Charge per 1,000 gallons 

$ 65.93 $ 70.37 $ 4.44 6.73% 

$ 36.91 S 39.40 $ 2.49 6.75% 
$ 3.22 s 3.44 $ 0.22 

Restaurant, Motels, Grocery Stores & Dry Cleaning Estab.' 
Monthly Service Charge $ 36.91 $ 39.40 $ 2.49 6.75% 
Commodity Charge per 1,000 gallons S 4 30 $ 459  $ 0.29 

Wigwam Resort: 
Monthly Rate -Per Room 
Main Hotel Facilities - Per Month 

Schools - Monthly Service Rates: 
Elementary Schools 
Middile Schools 
High Schools 
Community ColleQe 

$ 36.19 $ 38.63 $ 2.44 6.74% 
$ 1,433.30 $ 1,529.90 $ 96.60 6.74% 

$ 97464 $ 1,040.33 $ 
$ 1,223 92 $ $ 1,146.64 

$ 1,14664 $ 1,22392 $ 
$ 1,777 29 S 1,897 08 $ 1 

65.69 6.74% 
77.28 6.74% 
77.28 6.74% 
119.79 6.74% 

Effluent* Market Market 

' Motels without restuarants charged multi-unit monthly rate. 
* Market Rate - Maximum effluent rate shall not exceed $430 per acre foot based on a potable water rate of $1.32 per thousand 

gallons. 
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Other Service Charqes 
Establishment (Regular Hours) per Rule R14-2-603D (a) 
Establishment (After Hours) per Rule R14-2-603D (a) 
Re-Establishment of Service per Rule R14-2-603D (a) 
Reconnection (Regular Hours) per Rule R14-2-603D (a) 
Reconnection (After Hours) per Rule R14-2-603D (a) 
NSF Check, per Rule R14-2-608E (a) 
Deferred Payment, Per Month 
Late Charge 
Service Calls ~ Per HouriAfter Hours(d) 
Deposit Requirement 
Deposit Interest 
Service Lateral Connection Charge- All Sizes 
Main Extension Tariff, per Rule R14-2-606B 

Present 
Rates 

$ 20.00 
$ 40.00 

(b) 
$ 50.00 
$ 65.00 
$ 25.00 

1.50% 

( 4  
$ 40.00 

(e> 
3.50% 

(9 
(9) 

Pro posed 
Rates 

$ 20.00 
$ 40.00 

(b) 
$ 50.00 
$ 65.00 
5 25.00 

1.50% 

$ 40.00 

3.50% 

(c) 

(e) 

(9 
(9) 

(a) Service charges for customers taking both water and sewer service are not duplicative. 
(b) Minimum charge times number of full months off the system. per Rule R14-2-603D. 
(c) Per Rule R14-2-608F. Greater of $5.00 or 1.5% of unpaid balance. 
(d) No charge for service calls during normal working hours. 
(e) Per ACC Rules Rl4-2-603B Residential -two times the average bill. 

Non-residential - two and one-half times the average bill. 
(9 At cost. Customer/Developer shall install or cuase to be installed all Service Laterals as a 

non-refundable contribution-in-aid of construction.. 
(9) All Main Extensions shall be completed at cost and shall be treated as non-refundable 

contribution-in-aid of construction. 

IN ADDITION TO THE COLLECTION OF REGULAR RATES, THE UTILITY WILL COLLECT FROM 
ITS CUSTOMERS A PROPORTIONATE SHARE OF ANY PRIVILEGE, SALES USE, AND FRANCHISE 
TAX. PER COMMISSION RULE 14-2-409D(5). 
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Attorneys for- Litchfield Park Sei vice Company 

HI<IqOKE THE AHI%ONA CORPOKA'I'ION COMMISSION 

IN THE MATTER OF THE 
APPLICATION OF LITCHFlELD PARK 
SERVICE COMPANY, AN ARIZONA 
CORPORATION, FOR A 
DETERMINATION OF THE FAIR 
VALUE OF ITS UTlLITY PLANTS AND 
PROPERTY AND FOR NCREASES IN 
ITS WATER RATES AND CHARGES 
FOR UTILITY SERVICE BASED 
I'f I EREON 

1N TI IE ILlAl'TER OF '1lIE 
APPLICATlON OF LITC'HFIELD PARK 
SERVICE COMPANY, AN ARIZONA 
CQRPOR4TIOK, FOR A 
DETERMINATION OF THE FAIR 
VALUE OF ITS UTlLlTY PLANTS ANI1 
PROPERTY AND FOR PJCREASES IN 
ITS WASTEWATER RATES AND 
CHARGES FOR UTILITY SERVICE 
BASED THEREON. 
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INTRODUCTION AND QUALTFICL%TIONS 

PLEASE STATE YOUR NAME AND ADDRESS. 

My name is Thomas J .  Bourassa. My business address is 139 Mi. Wood Drive, 

Phoenix, Arizona 85029. 

ARE YOU THE SAME THOMAS J. BOURASSA THAT CONCURRENTLY 

FILED DIRECT TESTIMONY ON RATE BASE, lNCOME STATEMENT, 

REVENUE REQUIREMENT AND RATE DESTGN IN THIS DOCKET? 

Yes, and all of my background information and testimony regarding my 

qualificatlons are contained in that portion of my direct testimony. 

SUMMARY OF TESTIMONY AND THE PROPOSED COST OF CAPITAL 
FOR THE COMPANY 

WHAT IS THE PURPOSE OF THIS PORTION OF YOUR DIRECT 

TESTIMONY? 

This portion of my direct testiniony focuses on cost of capital issues. 1 will testify 

in support of Litchfield Park Service Company’s (“LPSCO’ 01- “Co~npany”) 

proposed rate of return on its fair value rate base (“FVRB”) 1 am sponsoring the 

Company’s D Schedules, which are attached to this testimony There are 22 

schedules that support my cost of capital testimony As noted above, 1 ani also 

sponsoring direct testimony that addresses the Company’s rate base, income 

statement (revenue and operating expenses), required increase in revenue, and its 

rate design and proposed rates arid charges for. service. For convenience. that 

testimony and my related schedules ale contained in a separate volume. 

PLEASE SUMMARlZE YOUR COST OF CAPITAL TESTIMONY. 

I have determined that the cost of equity for the publicly traded water utilities falls 

in  the range of 8.4 percent to 11 9 peiceiit with the midpomt of the range at 

10 2 percent. After considering the difference in financial risk and company size 

1 
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A. 

between LPSCO and the publicly traded water utilities, 1 am recommending a 

return on equity (“ROE”) of 10.0 percent for the Company. 

My recommendation i s  based on consideration of (i) cost of equity estimates 

using constant gowth  and multi-stage growth discounted cash flow (“DCF”) 

models, the capital asset pricing model (“CAPM”) and the Build-up Method for a 

sample group of publicly traded water utilities. (ii) my review of the economic 

conditions expected to prevail during the period in which new rates will be in 

effect, (iii) my judgments about the risks associated with relatively small utilities 

like LPSCO that are not captured by the market data of publicly-traded water 

utilities, (iv) the financial risk associated with the level of debt in LPSCO’s capital 

structure, and (v) additional specific business and operational risks faced by 

LPSCO. 

W’HAT IS THE RECOMMENDED CAPITAL STRlJCTliRE FOR LPSCO? 

1 arn recommending a capital structure consisting of 15.87 percent debt and 

84 13 percent equity My recommendation is based iipon the actual capital 

structure at tlic end of the test ycar (December 3 1, 20 12). 

W’HAT IS THE RECOMMENDED COST OF DEBT FOR LPSCO? 

’rhe effective cost of debt is 6.86 percent inclusive of issuance costs. 

WHAT IS THE WEIGHTED AVERAGE COST OF CAPITAL? 

The weighted cost of capital based upon a capital structure consisting of 

15 87 percent debt arid 84.13 percent equity, a debt cost of 6.86 percent, and a cost 

of equity of 10.0 percent is 9.50 percent as sliowri on Schedule D-1. 

PLEASE SUMMARIZE THE APPROACH YOlJ lJSED TO ESTIMATE 

THE COST OF EQUITY FOR THE COMPANY. 

The cost of equity for LPSCO cannot be estimated directly because the Company’s 

equity is not in the form of a publicly traded security so there is no market data for 

2 
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LPSCO. Consequently, I have assessed the markc based common equity cost 

rates of companies of relatively similar, but not necessarily identical risk for insight 

into a recommended common equity cost rate applicable to LPSCO. ‘The DCF, 

CAPM, arid Build-up models using data froin a sample of publicly traded water- 

utilities, or proxy group. selected from the Value Z,/ne Investnienl Szrrr~y serve as 

starting point in my analysis. Analysis of a proxy group serves as a starting point 

because no proxy group can be selected to be identical in risk to I,PSCO. 

Therefore, the proxy group’s results must bc adjusted to reflcct the unique relativc 

financial and/or business risks of LPSCO, as I will discuss in detail. 

There are six water utilities in my sample: American States Water (AWR), 

Aqua America (WTR), California Water Company (CWT), Connecticut Water 

(CTWS), Middlesex Water (MSEX), and SJW Corp. (SJW). As explained later in 

my testimony, these companies aren’t really comparable to LPSCO, but they are 

water utilities for which market data is available, and the Utilities Division Staff 

has relied on data for these water utilities for their proxy group in a number of 

recent watcr and sewer utility rate cases. 

My DCF arialyses of my proxy group indicate ROEs in the range of 

8.6percent to 9.7 percent with a midpoint of 9.2 percent. My CAPM analysis, 

again using the proxy group, indicates ROEs in the range of 8.6 percent to 

13.2 percent are appropriate with a midpoint of 10.9 percent. My Build-up blethod 

analysis, also using [he sarrie proxy group, indicates ROEs in the iarige of 8.2 

percent to 12.8 pel-cent ale appropiiate with a midpoint of 10.5 percent. 

The average of the ~nidpoint estimates is 10 2 percent The DCF, C‘APM. and 

Build-up results we before corisideration of financial risk arid company-specific 

risks such as size. 
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Q. 
A. 

Q. 

A. 

Given LPSCO's proposed capital structure and relatively small size 

compared to the larger publicly-traded utilities used in my sample, the regulatory 

methods and policies used in this jurisdiction, and other company-specific factors, 

it is my opinion that at the present time a cost of equity of at least 10.0 percent is 

warranted . 

My recornmendation of a 10.0 percent ROE balances my judgment about 

the degree of financial and business risk associated with an investment in I,PSCO 

as well as considcration of the current economic environment. A summary of my 

cost of equity analysis result is shown on Schedule D-4.1. 

OVERVIEU' OF THE RELATIONSHIP BETWEEN RISK AND THE 
EXPECTED RETURN ON AN INVESTMENT 

HOW IS THE COST OF EQUITY TYPICALLY ANALYZED? 

The cost of equity is the rate of return that equity investors expect to receive on 

their investment Investors can choose from numerous investment options, not 

simply publicly traded stock Investments have va~yirig degrees of risk, ranging 

fi-oin relativclg low risk assets such as Trcasury securities to somcwhat higher risk 

corporate bonds to even higher risk common stocks As the level of risk increases, 

investors require higher retums on their investtnent Finance models that are used 

to estimate the cost of equity often rely on this basic concept. 

CAN YOU ILLUSTRATE THE CAPITAL MARKET RTSK-RETURN 

CONCEPT? 

Yes. 

midely known as the Capital Market Line ("CML") 

general way the risk-return relationship 

The following graph depicts the risk-return relationship that has becotne 

The C'ML illustrates 111 a 
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The Capital Market Line (CML) 

Expected Rate of 
Return 

20% 

15% 

10% 

5 % 

Common 

Investments 

Bills % A Non-i nvestAent1 
I ireasurv I 

I 

I Grade Bonds I 
/ \ 

Investment / 1 GradeBond 

Higher + 
Risk 

The CMI, can be viewed as a continuum of the available investment opportunities 

for investors. lnvcstnient risk increases move upward and to the right along the 

CML. Again, the return required by investors iricreases with the risk. 

HOW DOES THE RISK-RETURN TRADE OFF CONCEPT WORK IN 

THE CAPITAL MARKET? 

As indicated by the CML, the allocation of capital in a free market economy is 

based upon the relatibe risk of. arid expected return fiorn, an investment. 

In general, investors rank investment opportunities in the order of theii relative 

risks. Investment alteimatives in which the expected ietiirn is commensurate with 

the perceived risk become viable invectrnent options If all other factors remain 

equal, the greater the i-isk. the higher the rate of return investors mi l l  require to 
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A.  

compensate them for the possibility of loss of either the principal amount invested 

or the expected annual income from such investment 

Short-term Treasury bills provide a high degree of certainty and in nominal 

terms (after considering inflation) are considered virtually risk fiee. Long-term 

bonds and preferred stocks, having priority claims to assets and fixed income 

payments, are relatively low risk, but are not risk free The market values of long- 

term bonds often fluctuate when government policies or other factors cause interest 

rates to change. Common stocks arc higher and to the right on the CML coritinuum 

because they are exposed to more risk. Comrnori stock risk includes the nature of 

the underlying business and financial strength of the issuing corporation as well as 

market-wide factors, such as general changes in capital costs. 

The capital markets reflect investor expectations and requirements each day 

through market prices. Prices for stocks and bonds change to reflect investor 

expectations and the relative attractiveness of one investment relative to others. 

While the example provided above seems straightforward, retur-ns on common 

stocks are not directly observable in advance, in contrast to debt or preferred stocks 

with fixed payment terms. This means that these returns must be estimated from 

market data Estimating the cost of equity capital should be a matter of informed 

judgment about the relative risk of the company in question and the expected rate 

of return characteristics of other alternative investments 

HOW IS THE COST OF EQUITY TO BE DETERMlNED FOR A 

PARTlCULAR LJTILLTY DETERMINED? 

The estimation of a utility's cost of equity is complex It requires an analysis of the 

factors influencing the cost of variouc types of capital. such as interest on long- 

term debt, dividends on ptefened stock. and earnings on common equity The data 

for such an andjs i s  comes fr-om highly competitive capital markets, where the firm 
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raises funds by issuing common stock, selling bonds, and borrowing (both long- 

and short-term) from banks and other financial institutions. In the capital markets, 

the cost of capital, whether the capital is in the form of debt or equity, is 

determined by two important factors: 

I )  The pure or real rate of interest, often called the risk-free rate of 

interest; and, 

'I'he uncertainty or risk premium (the compensation the investor 

requires over and above the real or pure rate of interest for subjecting 

his capital to additional risk). 

2) 

PLEASE DISClISS THESE FACTORS IN GREATER DETAIL. 

The pure rate of interest essentially reflects both the time preference for and the 

productivity of capital. From the standpoint of the individual, it is the rate of 

interest required to induce the individual to forgo present consumption and offer 

the funds thus saved to others for a specified length of time. Moreover, the pure 

rate of interest concept is based on the assumption that no uncertainty affects the 

investment undcrtaltcn by the individual. i.e., tlicre is no doubt that the periodic 

interest payments will be made and the principal returned at the end of the time 

period. Ln reality, investments without any risk do not exist. Every commitment of 

funds involves some degree of uncertainty. 

Turning to the second factor affecting the cost of capital, it is generally 

accepted that the higher the degree of uncertainty, the higher the cost of capital. 

Investors are regarded as risk adverse and require that the rate of t-etuni iiici-ease as 

the risk(s) (uncertainty) associated with an investment increase( s)  
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CAN YOU PROVlDE SOME PERSPECTTVE ON YOlJR PREVIOUS 

DISCUSSlON WJTH RESPECT TO RETURNS ON COMMON STOCKS? 

Yes. Conceptually, 

[ 11 Required Retut-n for Return on a 
Common Stocks = risk-free asset + Risk Premium 

where the risk premium investors require for common stocks will be higher than 

the risk premium they require for investment grade bonds. 'I'his relationship is 

dcpicted in thc graph of the CML above. As 1 will discuss later in this testimony, 

this concept is the basis of risk premium methods, such as the CAPM, that are used 

to estimate the cost of equity. 

WHAT HAS BEEN THE RECENT EXPERIENCE TN THE U.S. CAPITAL 

MARKETS? 

I n  the past few years and subsequent to the market turmoil arid recession of the 

2007-2009 time fiarne, inflation and capital market costs have generally declined 

Interest rates have been lower than in previous decades. Past inflation. as 

mcasured by thc Consumer Pricc Index. has bccn at relatively low levels in the past 

ten years. 

Since emerging from the recent recession of 2008-2009, the economy has 

grown at a modest and tepid pace. GDP growth for 2010 and 20 I 1 was 3.0 percent 

and 2.0 percent, respectively. GDP growth slowed for 2012 to 1.6 percent. 

However, economists view the recent fourth quarter GDP growth for 2012 of a -0.1 

percent as a relatively short-term soft patch. Economists view fourth quarter GDP 

growth setback as the result of such unusual  itetns as the largest cutback i n  defense 

spending in 40 years, a decline in exports, and a pullback in manufacturing and 

inventories. Against these headwinds were rising business investment. consume1 

spending and housing. While there are still risks to economic growth arising out of 
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Washington (debt ceiling, spending sequestrations, and tax increases), economists 

see business investment and housing continuing to improve. With this backdrop, 

economists see the economy growing at a modest pace with GDP growth in the 

range of 2.1 to 2.8 percent over the next year. 

WHAT ABOUT INTEREST RATES AND THE STATUS OF THE STOCK 

MARKET? 

With respect to interest rates, the Federal Reserve lowered the Federal Funds target 

rate to near zcro during the depths of the 2008-2009 recession whcrc it continues to 

stand at zero to .25 percent. While the move to lomer interest rates may have been 

necessary at the time, the Federal Reserve is left with little latitude to affect new 

monetary moves going faward. In August 201 1. the Federal Reserve announced 

that it intended to keep interest rates low well into 2013 due, in part, to the 

expected economic conditions going forward This news is met with mixed 

reactions from investors On the one hand, investors and businesses received some 

level of certainty regarding interest rates over the next few years. On the other 

hand, the nccd to keep intcrest rates low rcflccts that the Fedcral Reserve did not 

expect economic conditions to improve much ober the satne period. In January 

2012, the Federal Reserve said it i s  likely to raise interest rates at the end of 2014, 

but not until then. This announcement continued to reflect that the Federal Reserve 

did not expect the economy to complete its recovery over the next few years. 

In Octobei 201 2, the Federal Reseive indicated that it anticipated the exceptionally 

low levels for the federal funds rate were likely to be warranted at least through 

mid-20 15 More recently, the Federal Reserve has stated that it would continue to 

move forward with its efforts to keep interest rates low through its bond buying 
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program (QE4’) and though the purchasing of moi-tgage back securities (QE32) at 

least as long the unemployment rate remains above 6 % percent, inflation remains 

within their target range of 1 to 2 percent, and long-term inflation expectations 

remain well anchored. 

The stock market has recovered ftom tlie market lows during the 2007-2008. 

Prior to 2007, the Dow Jones Industrial Average rose to over 14,000 only to fall 

more than 50 percent-to the mid-6000 range-during the long bear- market which 

followed. Since then, tlie DO\\‘ has rcached the 14,000 level again; although it has 

not surged far past this level as yet. Improved earnings, low inflation, modest but 

sustained economic growth, and a highly supportive Federal Reserve are 

considered key forces in keeping the markets advances in place. Despite the 

improvement in the stock market, the market remains volatile arid many individual 

investors, stung by the market downturn in 2008, remain on the sidelines fo1 the 

most part. 

LS TTIlZKli A KEI,A’I’IONSIJlP KE:‘I’WEEN YTIK COSr OF EQLJI’I’Y AND 

TNTEREST RATES? 

Yes. All things being equal, the cost of equity moves in the same direction as 

interest rates. Lower interest rates on U.S Treasuries (“risk-free” rate) imply lower 

equity retuins and visa versa. However. as indicated by Equation [ I ]  above, the 

risk premium required to compensate investors also impacts the cost of equity. 

Highet risk premiurns required by investors imply higher equity costs and wce 

3 

’ QE4 - Quantitative Easing program 4 annouiiccd b? Fed Dcccinbcr 2012, tlic Fed announced plans to 
purchase $40 billion 11 orth o f  ageiic? moitgage-backed sccurities per month. and ’$45 billion north of 
Iongcr-tcrni Treasurq sccurities 

QE3 - QuantitatiLc Easing prograin 3 niinouiiccd b? Fcd in September 2012 The Fed plans to purchasc 
mortgage backed scculities at a paw o f  about $40 billion per month until tlie labor markct itnp1oi es 
SLI bs ~ai i  ti all! *’ 

’ Sed page 8 .  \ z i , r m  
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versa. Risk premiums are impacted by uncertainty not only with respect to future 

interest rates, but uncertainty with respect to business and econotnic conditions, 

and inflation (or deflation). Risk premiums also reflect other risk factors such 

business and operation risk, regulatory risk, financial risk, construction risk, and 

liquidity risk. 

IS LPSCO AFFECTED BY THESE SAME MARKET UNCERTATNTIES 

ANI) CONCERNS? 

Yes, in general, all invcstors are impacted by economic uncertainty, including the 

Company’s investors. Capital costs have risen significantly over the past few years 

because of this uncertainty. Smaller utilities like LPSCO generally feel the impact 

worse because of their size, with a relatively small customer base, limited service 

territory, atid a general fact that the water and wastewater industry is very capital 

intensive. Smaller utilities have a limited 01 an inability to attract capital. 

Those that have parent companies with an access to the capital markets still face 

the problem of the parent’s willingness to infuse capital where alternatives for 

bettcr rchrrns exist. 

WHAT RECENT DEVELOPMENTS IN THE WATER UTILITY 

TNDUSTRY ARE AFFECTING INVESTMENTS? 

On the whole, the water and wastewater utility industiy is expected to continue to 

confiont increasing need for infrastructure upgrades and replacement, as well as 

possible additional deIriaiid. Jirlzie Livre Iri’l’c\f??/c~lf Survey (JanuaIy 18, 2013) 

continues to stress that many utilities have facilities that are decades old and in 

need of significant maintenance and, in some cases. massive renovation and 

replacement As infrastructure costs continue to climb, many smaller companies 

are at a serious disadvantage I.b/i,e I,IMC‘ notes that most of the companies in this 

sector lack the finances necessary to fund improvements in their own. This will 
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Q. 

A. 

require outside fi a cing largely from more debt and higher associated interest 

expense, which will thwart share-earnings and dilute shareholder gains. 

WHAT CAN THE COMMLSSION DO TO lNCENT UTILITIES LIKE 

LPSCO TO CONTINUE TO MAKE NECESSARY INVESTMENT IN 

INFRASTRUCTURE? 

Above all, the Commission can and should recognize that investors have other 

options. Even when it comes to regulated utilities, those options are almost always 

better than investing in Arizona. The near uniform adherence to Staffs 

recommended ROEs for more than a decade now, as 1 discussed above, has sent 

industiy the message that reduced returns on equity placate ratepayers with lower 

rates. 1 will never stop arguing that this is shortsighted. Commissioners, like all 

elected representatives, are elected to preserve and protect the public interest. today 

and tomorrow. Obviously the health of the state rests on its ability to attract 

investment, including investment in new water and wastewater infrastructure. 

We need a Commission that incents, not discourages investment 'I'he Commission 

can do that, quite easily in fact. with consistent ROEs that are not consistently at 

the low end of the spectrum. 

FAIR ENOUGH, B U T  ISh'T MR. RlGSBY, RUCO'S COST OF CAPITAL 

EXPERT, FOND OF POINTING OUT THAT YOU KEEP ADVANClNG 

THE SAME FINANCIAL ARGUMENTS AND YOU KEEP HAVING THEM 

REJECTED? 

Yes, RUCO arid sometimes Staff make this point, as did the ALJ in the last case for 

this Company It is an affliction MI- Rigsby and I have shared for marly years as 

Staff hac pretty much dictated the detennination of equity retm-nc for Inore than a 

decade now In response. 1 would tnalie two important points. 
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A. 

First, I have modified n i  r approach to estimating cost of equity in rate c ses 

before this Commission in more ways than 1 care to count. I have made changes in 

response to decisions by the Cornmission and the approaches of Staff and RUCO, 

sometimes making concessions that I would still prefer not to make. My clients do 

not hire me to fight just to advance financial theory. and 1 have had to go with the 

flow of the reality before the Commission 

Second, the arialysls of risk and the applicable financial theory are not like 

cosmoloby where new theories come about cvcry day as the advance of technology 

expands our understanding of the worlds beyond this one. While the way we 

determine a cost of equity may change, and new models may be developed, 

the detennination of risk is still a fundamentally an exercise that should occur 

within certain boundaiies established by law and sound. objectively verifiable 

financial theory. 

THANK YOU. PLEASE DISClJSS IN MORE DETAIL THE IMPACT OF 

KISIC ON CAPIrlAI, COS‘I’S. 

With rcfcrence to specific utilities, risk is often discussed as consisting of hvo 

separate types of risk: business risk arid financial risk. 

Business risk, the basic risk associated with any business undertalting, is the 

uncertainty associated with the enterprise’s dajT-to-dajF operations. 111 essence, it is 

a function of the normal day-to-day business environment. both locally arid 

nationally. Business risks include the condition of the economy and capital 

markets. the state of labor markets, regional stability. government regulation, 

technological obsolescence, and other similar factors that may impact demand for 

the business product and its cost of production. For utilities. business risk also 

includes the volatility of revenues due to abnonnal weather conditions. degree of 

operational leverage, regulation, and regulatory climate. Regulation, for example, 
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can compound the bi siness risk . f i t  is mpredictable in reacti g to cost increases 

both in terms of the time lag and magnitude for recoveiy of such increases. 

Regulatoty lag makes it difficult to earn a reasonable return, particularly in an 

inflationary environment and/or when there is significant lag behveen the timing of 

investment in capital prqjects and its recognition in rates. Put simply. the greater 

the degree of uncertainty regarding the various factors affecting a company’s 

business, the greater the risk of an investment in that company and the greater the 

compensation requircd by the investor. 

Financial risk, 011 the other hand, concems the distribution of business risk 

to the various capital investors in the utility. As I discussed earlier, permanent 

capital is normally divided into three categories: long-term debt, preferred stock, 

and common equity. Because common equity owners have only a residual claim 

on earnings after debt and preferred stockholders are paid, financial risk tends to be 

concentrated in that element of the firm’s capital. Thus, a decision by management 

to raise additional capital by issuing additional debt concentrates even more of the 

financial risk of the utility in the common cquity owners. 

An important component of financial risk is construction risk. Construction 

risk refers to the magnitude of a company’s capital budget. If a cornpany has a 

large construction budget relative to internally generated cash flows it will require 

extetmal financing. It is important that companies have access to capital funds on 

ieasonable leirns and coridilioris Utilities ate m o ~ e  susceptible to construction iisk 

foi two reasons. First, water and wastewater utilities generally have high capital 

requirements to bi~ild plant to serve custotners Second, utilities have a rnatidated 

obligation to cerve leaving less flexibility both in the timing and discretion of 

schedulirig capital projects. This is compounded by the limited ability to wait for 
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Q. 

A. 

Q. 

A. 

more favorable market conditions to raise the capital necessaiy to fund the capi 

projects. 

a1 

Although often discussed separately, the two types of risks (business and 

financial) are intenelated Specifically. a common equity investor may seek to 

offset exposure to high financial risk by iiivesting in a firm perceived to have a low 

degree of’ business risk. In other words, the total risk to an investor would be high 

if the enterprise was characterized as a high business risk with a large portion of its 

permanent capital financed with senior dcbt. To attract capital under these 

circumstances, the firm tvould have to offes higher rates o f  return to its common 

equity investors. 

HOW HAS THE COMMISSION GENERALLY TREATED THESE TWO 

TYPES OF RISK IN THE COST OF CAPlTAL ANALYSIS? 

The Commission’s returns on equity for water and sewer utilities over the past 

decade plus have almost entirely ignored the additional business risk inherent with 

smaller fisms In almost every case of which I am aware, the cost o f  equity IS 

almost cntircly a reflection of thc utility’s financial risk relative to thc large 

publicly traded water companies. 

W,4IT A MINUTE; DIDN’T YOU JUST COMPLATN THAT THE 

COMIClISSION WAS SETTING RETURNS BASED ON POLITICAL NOT 

FISCAL FACTORS? 

Yes, 1 coiriplairied that in the last rate case the Cornrnissio~i’s Glial cost of equity 

had little to do with fiiiance and almost evei-ything to do with placating ratepayers 

who mere upset that they had to pay for a nccessary, used and useful wastewater 

treatment plant I n  that caye, like all rate cases. the parties (utility. Staff and 

RUCO) analyzed LPSCO’s financial risk using financial models (DCF and CAPM) 

arid made ROE recommendations. What they did not do and what the Commission 
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generally does riot do is look at the utility’s business risk relative to the proxy 

group(s) used to analyze the cost of equity. That is, the specific problems each 

business faces and how those things impact its ability to attract capital. In this 

regard, the Commission typically takes one-size fits all approach and assumes, 

whether you serve water and sewer to 1 or 1 million customers, you generally face 

the same risks. 

BUT 111 DN’T TH15 COMMISSTON CONSIDICK ‘1’1 I I< SYECXFIC FACT 

THAT LPSCO HAD WAITED TO COME IN FOR NEW RATES IN 

DETERMlNlNG THE ROE IN THE LAST RATE CASE? 

Yes, but that is riot a risk factor that supports a lower ROE. In fact, the factor 

would support a higher ROE. An investor whose investment will yield a lower 

return if he waits too long to seek a return will expect a higher return to 

compensate him for the additional risk of that type of investment Besides, in this 

particular sihiation, LPSCO explained that the iriteival between rate cases was due 

to the acquisition by Algonquin of the Company and the need for the new owner to 

rekabilitatc and expand the Company’s wastcwatcr treatment capacity. 

Now, LPSCO is on a regular cycle for rate cases like most of the Liberty Utilities’ 

systems and the Company is rightly seeking a DSIC in this case to help promote 

rate gradualism. 

THE NJl<ANING 01 “JJJS‘I’ AND REASONABLE” R A W  01’ K I 3 ” K N  

WAVE THE COURTS SET FORTH ANY CRlTEKIA THAT GOVERN THE 

RATE OF RETURN THAT A UTILITY’S RATES SHOlJLD PRODUCE? 

Yes I n  1923, the U S .  Supreme Court set forth the following criteria for 

determining whether a rate of return is reasonable in K/ut$e/d ICZrtcr Ct’ork,~ and 

It?ipt-oiw?ieMi ‘o. 11. Public Serwcc (‘omiission of Wesf Virginia. 262 U.S. 679, 

692-93 ( 1923): 
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A pu lic utility is entitled to such rates as will permit it to earn a 
rctum on the value of the propetty which it employs for the 
convenience of the public equal to that generally being made at the 
same time and in the same general part of the country on investments 
on other business undertakings which are attended by corresponding 
risks and uncertainties . . . . The retutn should be reasonably sufficient 
to assure confidence in the financial soundness of the utility and 
should be adequate, undcr efficient and economical management, to 
maintain and support its credit and enable it to raise money necessary 
for the proper discharge of its public duties. A rate of return may be 
reasonable at one time and become too high or too low by changes 
affecting opportunities for investment, the money market, and 
business conditions generally. 

In Feu’crd Power Corimiss!on 11. Hope Naiural Gas c‘o.. 320 U.S. 591, 603 

(1944), the U S. Supreme Court stated the following regarding the return to owners 

of a company: 

[Tlhe retum to the equity owner should be commensurate 
with returns on investments in other enterprises having 
corresponding rislcs. That return, moreover, should be 
sufficient to assure confidence in the financial integrity of the 
enterprise, so as to maintain its credit and to amact capital. 

In summary, under Hope and Rlzieficld: 

The rate of retut-ri should be similar to the rehmm in businesses with 

similar or cornparable risks; 

The retuni should be Sufficient to ensure the confidence in the 

financial integrity of the utility; and 

The retum should be sufficient to maintain and support the utility’s 

csedit. 
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HOW HAVE THESE CRITERIA BEEN APPLIED IN REGULATORY 

PROCE ED1 N GS? 

Yes, but the application of the “reasonableness” criteria laid down by the Supreme 

Court has resulted in controversy. The typical method of computing the overall 

cost of capital is quite straightforward: it is the composite, weighted cost of the 

various classes of capital (debt, prefetxd stock, and common equity) used by the 

utility ‘ h e  weighting is done by calculating the proportion that each class of 

capital bears to total capital. However, there is no consensus regarding the best 

method of estimating the cost of equity capital. The increasing regulatoiy use of 

market-based finance models in equity return deteimination has not led to a 

universally accepted means of estimating the ROE. In addition, the market-based 

results are applied to a book-value investment base, which, as 1 will discuss, 

understates the ietur-ii expected by investors who invest i n  real markets based on 

market values. 

THE ESTIMATED COST OF EOCilTY FOR LPSCO 

A. The Publicly Traded Utilities That Comprise the Sample Group lised to 
Estimate the Company’s Cost of Equity 

PLEASE DESCRIBE THE APPROACH YOU FOLLOWED 1N YOUR 

COST OF CAPITAL ANALYSIS FOR LPSCO. 

Again, estimating the cost of equity i s  a matter of informed judgment. 

The development of an appropriate rate of retum for a regulated enterprise involves 

a determination of the level of risk associated with that enterprise arid the 

detennination of an appropriate return for that risk level. Practitioners employ 

various techniques that provide a link to actual capital niarhet data and assist in 

defining the various relationships that underlie the equity cost estimation process. 

I S  



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

FI N N I  MOHI cl?\ll. 

I ,, \ 

> i ’h  \ < 

Q. 

A. 

Q. 

A. 

Since LPSCO is not publicly traded, the information required to directly 

estimate its cost of equity is not available. Accordingly, as previously noted, 1 used 

a sample group of water utilities as a starting point to develop an appropriate cost 

of equity for LPSCO. There are six water utilities included in the sample group: 

American States Water (AWR), Aqua America (WTR), California Water (CWT), 

Connecticut Water (CTWS), Middlesex Water (MSEX), and SJW Corp. (SJW). 

All these companies are followed by the Vuhe Lrne lmestrnent Szrwey. 

ARE THE WATER UTJLITIES IN YOUR SAMPLE DJRECTLY 

COMPARABLE TO LPSCO? 

No, nor are they readily comparable on an indirect basis given the huge difference 

in size and scope of service. But. they are utilities for which market data is 

available. All of them are regulated, they primarily provide water service, although 

some provide both water arid wastewater services. and their primary souIce of 

revenues 1s from regulated services Therefore, they provide a usefiil starting point 

for developing a cost of equity for the Company I emphasized “starting point” 

because LPSCO is not publicly traded; there is no rnarliet data availablc for smaller 

utilities, like LPSCO, that can be used to more directly develop cost of equity 

estimates. and therefore we can’t just glue the results for the large publicly b-aded 

co~npanies onto smaller firms like LPSCO and call it a day. 

BRIEFLY, WHY 1s A PROXY GROUP NECESSARY IN A COST OF 

CAPITAL ANALYSIS AND HOW IS IT SELECTED? 

‘I’he coinparable earnings standard set forth in the H o p  and Rlzwjield decisions 

require the rate of return afforded to utilities be sirmlar to the return i n  businesses 

with similar or comparable risks A proxy group of companies with comparable 

risk is therefore the starting point in a cost of capital analysis. 
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There are two bro d approaches to choosing proxy group.’ The first 

approach consists of selecting pure-play companies that are directly comparable in 

risk to the subject utility. The companies are chosen using strict criteria with an 

attempt to identify companies with the same investment risk as the subject utility. 

There are several qualitative measures that influence investors’ assessment of risk 

that can be used to screen companies. These include SIC chssification, bond 

ratings, beta risk, business risk scores, size, percentage of revenues from regulated 

operations. common equity ratio, geographical location, etc. 6 

The second approach is to select as large a group of utilities as possible that 

is representative of the utility industry average and make adjustments for any 

differences between the subject utility and the industty average. Whether one 

employs the direct approach or the indirect approach, the selection of companies 

for a proxy group always raises the question of whether it is possible to select a 

group that are of comparable risk Futther, there is always the question of 

identifying any differences in investment risk I’he electric, natural gas, and water 

utility industries have witnessed numerous takeovers. restructuring, coiporate 

reorganizations, unbundling, and increased competition over the last decade or so, 

all of which has made selections of proxy groups more difficult.’ 

The Company’s approach utilizes an indirect method. The water companies 

selected derive the vast majority of their- revenues from regulated operations. 

As shown in Scliedule D-4 2. the six water utilities on average deiive over 90 

percent of the revenues fr-om regulated activities. These companies were also 
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chosen because they are publicly traded, are not in financial distress, and there is a 

sufficiently long financial and market history from which to perform an analysis. 

The bottom line is that the water utility companies in my proxy group are 

considered representative of the average of the indush-y, and, as I have stated 

throughout my testimony, must be adjusted for differences in investment risk. 

DOES THE MARKET DATA PROVTDED BY THE WATER PROXY 

GROUP CAPTURI;, AI,I, OF TJIIC MARKJW RISKS ‘IYIAT I,PSCO MIGHT 

FACE IF IT WERE PUBLlCLY TRADED? 

In my opinion, no. As 1 stated, there is no comparable market data for utility 

companies the size of LPSCO. The average revenue of the water utility sample 

companies is over 17 times that of LPSCO, and the average net plant of the water 

utility sample companies is nearly ten times that of LPSCO. Even the smallest 

company in the sample group, Connecticut Water, has over three times the net 

plant of LPSCO, and nearly 4 times the revenues. 

Putting aside the si7e aspect. an investment in the Company is not a liquid 

investment. If an investor invests in any of the publicly traded utilities and is not 

happy with the returns, he/she may sell his/her stock within minutes wllile 

liquidating an investment in LPSCO could take years. This is liquidity risk. 

Liquidity risk is a significant risk to an investment in non-publicly traded 

companies like LPSCO. Some researchers believe that the size premium 

phenomenon for smaller companies in h e  public markets is, in pal t. a reflection of 

liquidity risk. 

PLE-4SE PROVIDE A GENERAL DESCRIPTlON OF THE WATER 

lJTILITlES IN YOlJR SARIPLE. 

Schedule D-4.2 lists the current operating revenues and net plant for the six water 

utilities as reported by AUS Utility Reports (formerly C A. Turner Utility Reports) 

21 



1 

2 

3 

4 

S 

6 

7 

8 

9 

10 

11 

12 

13 

14 

1s 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

FI N N l l i l O R l  C l l h l L  
\ I  , l  

r ,  

and LPSCO, respectively. 'The six sample companies may be generally described 

American States Water (AWR) primarily serves the California 

market through Golden State Water- Company, which provides water 

services to nearly 256,000 customers within 75 comnuriities in ten 

counties in the State of California, primarily in Los Angeles, 

San Bernardino, and Orange counties AWli also owns an electric 

utility service provider with over 23,000 customers, but 

approximately 72 percent of its revenues were derived from 

commercial and residential water customers. Revenues for AWR 

were nearly $420 million In 201 I and net plant was nearly $890 

million at the end of 20 11 

Aqua America (WTR) owns regulated utilities In Pennsylvania, 

Ohio, Noith Carolina, Illinois. Texas. New Jersey, Florida. Indiana, 

Virginia. Missouri, New York, and Georgia, serving neady 900,000 

customers at the end of 201 1 WTR's utility base is divcrsified 

among residential water, commercial water, fire protection. indushial 

water, other water, and wastewater customers. Total revenues for 

WTR were nearly $730 million in 201 1 and net plant was over $3.6 

billion at the end of 20 1 1 I 

California Water Sewice Group (CLVT) owns subsidiaries in  

California, New Mexico. Washington, and Hawaii, serving nearly 

500,000 customers Revenues for CWT were over $501 million in 

201 1 and net plant nearly $1 4 billion at the end of 201 1 

Connecticut Water Services (CTW S) owns subsidiaries in 

Connecticut, Maine, Massachusetts, and Khode Island, serving over 

22 
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90,000 customers. Revenues for CTWS were over $69 million in 

201 1 and net plant over $360 million at the end of 20 I I .  

( 5 )  Middlesex Water (MSEX) owns subsidiaries in New Jersey, 

Delaware arid Pennsylvania, set-ving over 1 10,000 custorners, and 

provides water service under contract to municipalities in central 

New Jersey setviiig a population of over 303,000. Revenues fot 

MSI-,X were over $102 million in 2011 and net plant was over $422 

million at the end of 20 1 1 .  

SJW COIF. (SJW) owns San Jose Water, which provides water 

setvice in a 138 square mile area in San Jose. California, and 

sun-ounding communities serving nearly 235,000 customers. 

Revenues for SJW were $239 million in 2011 and net plant was 

nearly $73 1 million at the end of 201 I .  

(6) 

HOW DOES LPSCO COMPARE TO THE SAMPLE WATER UTILITIES? 

Tt is much smaller 4t the end of the test year. the Company had approxiinately 

17,000 water custorners and 16,000 wastewater customcrs. Its revenues totaled 

approximately $2 1.5 million, and net plant-in-service was approximately $136.3 

million. LPSCO is located in Mat-icopa, Arizona, and has a veiy small service 

territory compared to the sample water companies. 

ARE THERE OTHER CHARACTERISTICS OF SMALLER UTILITIES, 

LlKE LYSCO, THAT INCREASE RISK? 

Yes. LPSCO has 1.5 to 2 times as much zero cost capital (advances-in-aid of 

construction and contributions-in-aid of construction) in its capitalization as do the 

sample water utilities This is not suiprising as smaller utilities, having less access 

to debt and equity capital. fund more of their utility plant with developer funds. 

This was certainly the case when the developer SuiiCor formed LPSCO, before 
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Algonquin purchased it about ten years ago. All things being the equal, rates are 

lower as a result. While this is a benefit to ratepayers, a high proportion of zero 

cost capital increases risk to LPSCO and its stockholders. 

LPSCO has an obligation to refund advances, and like debt obligations, 

refund payments take priority on cash flows over distributions to shareholders or 

utilizing cash to cover operating expenses or inteinally fund capital improvements. 

While advanced plant receives depreciation recovery in rates providing cash flows 

to make refunds, contributed plant does not and neither typc of zero cost capital 

plant contributes to eamings. Ultimately, both types of zero cost capital have 

detrimental impacts on the long-term cash flows of the Company. Advanced plant 

and contributed plant still has to be maintained and eventually has to be replaced. 

This places additional stress on eamings and increases risk to the Company as the 

eventual plant replacements vvill require the Company to raise additional capital to 

fund the replacements. 

Water and sewer' utilities are also capital intensive and typically have 

Iclatively large construction budgets. Sincc the last ratc case, the Company has 

added over $13 million of new plant (net of AIAC and CIAC funded plant) and has 

annual capital budgets for the next 3 years in the range of $1 million to $5 million 

annually. As 1 have previously discussed in this testimony, firms with large capital 

budgets face construction risk (a form of financial risk). The size of a utility's 

capital budget relative to the s i ~ e  of the utility itself often increases coristiuction 

risk. Large utilities may be able to fund theii- capital budgets from their eai-nings, 

cash flows, and short-term bonowirigs For- smaller utilities. like LPSCO, the 

ability to fund relatively large capital budgets fr-om earnings. cash flows, and shot-t- 

term debt is difficult without the need for additional outside capital. Fottunately. 

LPSCO is now owned by Algonquin Poller and Utilities Corp. (b-APLJC"). which 
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can provide additional capital as required. That is, assuming returns in Arizona can 

compete with the returns APUC i s  realizing eveiywhere else in the U.S. and 

Canada. 

WHAT OTHER RlSK FACTORS DISTINGUISH LPSCO FROM THE 

LARGER SAMPLE WATER UTILITIES? 

There are a number of factors including the differences 111 regulatoiy environments, 

differences in the type of test year used for rate making, and differences in the 

available rcgulatoiy mechanisms for recovery of costs outside of a rate case. All 

these factors have an impact on the ability of a utility to actually earn its authorized 

return. 

SO LPSCO REALLY ISN’T COMPARABLE TO THE SAMPLE WATER 

UTlL I TI ES? 

It really isn’t, for the leasons I have stated. Besides the obvious difference in size, 

constraints on the rate making process in Arizona, coupled with lower returns over 

the past decade than 111 most states, makes it difficult to obtain approval of rates 

that allow A4rizona water and wastewater utilities to recovcr their costs of service 

let alone their authorized returns. As a result, risks are higher for LPSCO 

compared to the sample companies that do not operate in Arizona. The required 

retuim on equity should be higher too. Unfortunately, as I have testified, the 

approaches commonly used to estimate a utility’s cost of equity require market 

data, which is not available for srnallei- companies arid utilities operating 

exclusively in Arizona, like LPSCO, so much larger. public companies must be 

used as pioxies 

The emphasis on proxy is very ~mpoi-tant The criteria established by the 

Supreme Court in decisions such as H o p  and Rlzrejield Wulcr Works require the 

use of comparable companies, i.e., companies that would be viewed 17) investors as 
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having similar risks. A rational investor would not regard LPSCO as having the 

same level of risk as WTR or even CTWS - even with LPSCO’s lower financial 

risk - because of the previously mentioned small size characteristics and the 

regulatory constraints in Arizona. Consequently, the results produced by the DCF 

and CAPM methodologies, utilizing data for the sample utilities, often understate 

the appropriate return 011 equity for a regulated water and wastewater utility 

provider such as LPSCO. 

BUT IF LPSCO 1s JUST ONE OF A NUMBER OF UTILITIES OWNED BY 

A LARGER HOLDING COWIPANY, WHY CAN’T THE SAMPLE 

COMPANIES BE MORE DIRECTLY COMPARED? 

We are not analyzing an investment in APUC. 

investment. 

THANK YOU. 1s THERE .A RELATJONSHlP BETWEEN A IJTILITY’S 

CAPITAL STRUCTURE AND ITS COST OF CAPITAL? 

Yes Generally speaking, when a firm engages in debt financing, i t  exposes itself 

to greater risk. Once debt becomes significant rclative to the total capital structure, 

the risk increases in a geometric fashion compared to the linear percentage increase 

in the debt ratio itself. This risk is illustrated by considering the effect of leverage 

on net earnings. For example, as leverage increases, the equity ratio falls. 

This creates two adverse effects. First. equity earnings decline rapidly and may 

even disappeai. Second, the “cushio~i” of equity protection Tor debt falls. 

A decline in the protection afforded debt holders, or the possibility of a serious 

decline i n  debt protection, uill act to increase the cost of debt financing 

Therefore, one may conclude that each new financing. whether through debt or 

equity, impacts the marginal cost of future financing by any altet’native Inelhod. 

For a film already perceived as being over-leveraged, this additional borrowing 

APUC is the investor, riot the 
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would cause the marginal cost of both equity and debt to increase. On the other 

hand, if the same film instead successfully employed equity funding, this could 

actually reduce the real marginal cost of additional borrowing, even if the 

particular equity issuance occurred at a higher unit cost than an equivalent amount 

of debt. 

HOW DO THE CAPITAL STRUCTURES OF THE SAMPLE WATER 

UTILI‘I’I 15s COMPAKK ‘1’0 LPSCO? 

Schedule D-4.3 shows that the pro forma capital structure of LPSCO for this rate 

case contains about 84 percent equity and 16 percent debt, compared to the average 

of the water utility sample of 52 percent debt and 48 percent equity. 

Having less debt in its capital sh-ucture implies that LPSCO has less 

financial risk than the sample water utilities However. smaller utilities cannot 

support the same level of debt as larger utilities. Smaller utilities face higher 

business and operational risk, as compared to largei- utilities. which magnify the 

financial risk of higher debt levels in their capital structures I he approximately 

16 pcrccnt of debt in the Company’s proposed pro forma capital structure is 

reasonable given its size and, in my opinion, the lower financial risk is more than 

offset by the size risk. 

B. Overview of the DCF and CAPM Methodologies 

PLEASE EXPLAIN THE GENERAL APPROACHES TO ESTTMATING 

THE COST OF CAPITAL. 

These two bioad approaches. 

I )  identify comparable-risk sample companies and estimate the cost of 

capital directly: or, 

find the location of the CML and cstimate the relative risk of the 

company, which jointly detemines the cost of capital 

2) 
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The DCF model is an example of a method falling into the first general 

approach. It is a direct method, but uses only a subset of the total capital market 

evidence. The DCF model rests on the premise that the fundamental value of an 

asset (stock) i s  its ability to generate future cash flows to the owner of that asset 

(stock). I will explain the DCF model in detail in a moment, but for now. the DCF 

is simply the sum of a stock’s expected dividend yield and the expected long-term 

growth rate [lividend yields are readily available, but long-term gowth  estimates 

are not. 

The CAPM is an example of a method falling into the second general 

approach. It uses information on all securities rather than a sinal1 subset. I will 

explain the CAPM in more detail later. For now, the CAPM is a risk-return 

relationship, often depicted graphically as the CML. The CAPM is the sum of a 

risk-free retum and a risk premium. 

The Build-up Method is another example of a inethod falling into the second 

general approach 1 will explain the Build-up Method 111 more detail later For 

now. the Build-up Method, like the CAPM, is a risk-return relationship. The 

Build-up Method is the sum of a risk-free return and a risk premium. However, 

rather tlian a single risk premium as is used in the CAPM, the risk premium in  the 

Build-up Method is made up of one or more risk premia. Each risk premium 

represents the reward an investor receives for taking on a specific risk. 

Each of these three rrietliods has its ow11 way of measuririg investor 

expectations. In the f’inal analysis, ROE estimates are subjective arid should be 

based on sound, informed judgment rationally articulated and supported by 

competent evidence 1 have applied Teveral versions of the DCF, two versions of 

the CAPM, and a Build-up Method to “bracket” the fair cost of equit). capital for 

LPSCO, but without taking into account the additional risks that L,PSCO possesses 
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PLEASE EXPLAIN IN DETAlL THE DCF METHOD OF ESTIMATING 

THE COST OF EQIJITY. 

The DCF model is based on the concept that the current price of a share of stock is 

equal to the present value of future cash flows from the purchase of the stock. 

In other words, the DCF model is an attempt to replicate the market valuation 

process that sets the price investors are willing to pay for a share of a company’s 

stock It rests on the assumption that investors rely on the expected returns 

(1.e. cash flow they expect to receive) to set the price of a security. The DCF 

model in its most general form is: 

Explanation of the DCF Model and Its Inputs 

[2] Po = CFl/(l+k) + CF2/(1+k)2 + .... f CF,,/(l+k)” 

where k is the cost of equity; n is a very large number: Po is the cui-rent stock price; 

and CF,, CF2. .CF, are all the expected future cash flows expected to be received 

in periods 1. 2, 

Equation (2) can be written to show that the cuii-ent price (Po) is also equal 

to 

[ 3 ]  Po = CFl/(l+k) + CF2/(1+1<)2 + _ _  + P,/(l+k)‘ 

where P, is the price expected to be received at the end of the period t. If the future 

price (Pl) included a premium (an expected increase in the stock price or capital 

gain), the price the investor would pay today (in anticipation of receiving that 

premium) would increase. In other words, by estimating the cash flows fiom the 

puichase of a stock in the form of dividends and capital gains. we can calculate the 

mvestor-’s required rate of retuin, Le., the rate of return an investor presumptively 

used in bidding the cun-ent price to the stock (Po) to its culrent level. 

Fquation [3] is a Marhet I’iice version of the IICF model As with the 

general form of the DCF model in equation [2]. in the Markct Price approach the 
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current stock price (Po) is the present value of the expec :d cash inflows. The cash 

flows are comprised of dividerids and the final selling price of the stock. The 

estimated cost of equity (k) is the rate of return investors expect if they bought the 

stock at today’s price, held the stock and received dividends through the transition 

period, and then sold it for price (P,). 

CAN YOU PROVlDE AN EXAMPLE TO ILLUSTRATE THE MARKET 

PRICE VEKSION OF rl’llI< IICF MODET,? 

Yes. Assume an investor buys a share of common stock for $40. If tlic expected 

dividend during the corning year is $2.00, then the expected dividend yield is 5 

percent ($2.00/$40 = 5.0 percent). If the stock price is also expected to increase to 

$43.00 after one year, this $3.00 expected gain adds an additional 7.5 percent to the 

expected total rate of return ($3.00/$40 = 7.5 percent). Thus, the investor buying 

the stock at $40 per share, expects a total return of 12.5 percent ( 5  percent dividend 

yield plus 7.5 percent price appreciation). The total retuin of 12.5 percent is the 

appropriate measure of the cost of capital because this is the rate of return that 

caused the investor to commit $40 of his capital by purchasing the stock. 

PLEASE CONTLNUE WITH YOUR DESCRlPTlON OF THE DCF 

MODEL. 

Under the assumption that future cash flows are expected to grow- at a constant rate 

(“g”), equation [2] can be solved for k and rearranged into the simple form: 

[4 ]  I \ -  CFI/Po f s 
where CFI/Po is the expected dividend yield and g is the expected long-term 

dividend (ptice) growth rate (“g”) The expected dividend yield is computed as the 

ratio of next period’s expected dividend ( T F I ” )  divided by the current stock price 

(“Po”). This form of the DCF model is known as the constant growth DCF model 

and recognizes that investors expect to receive a portion of their total return in the 
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form of cui’t’ent dividends and the remainder though future dividends and capital 

(price) appreciation. A key assumption of this form of the model is that investors 

expect that same rate of retum (k) every year and that market price grows at the 

silme rate as dividends. This has not been historically h-ue for the water utility 

sample, as shown by the data in Schedule D-4.4 and Schedule D.4.5. As a result, 

estimates of long-term growth rates (8 )  should take this into account. 

ARE ‘I’IIERE ANY CONCERNS ABOUT APPI,YING TIlIC I K F  MODEL 

TO UTILITY STOCKS? 

There are a number of reasons why caution must be used when applying the DCF 

model to utility stocks. First, the stock price and dividend yield components may 

be unduly influenced by structural changes in the Industry, such as mergers and 

acquisitions, which influence investor expectations. Second, the DCF model is 

based on a number of assumptions that may not be realistic given the current 

capital market environment. The traditional DCF model assumes that the stock 

price. book value, dividends, and earnings all  grow at the same rate. This has not 

been historically hue for the sample water utility companies. Third, the application 

of the DCF model produces estimates of the cost of equity that are consistent with 

investor expectations only when the market price of a stock and the stock’s book 

value are approximately the same. The DCF model will understate the cost of 

equity when the market-to-book ratio exceeds 1 .0 and conversely will overstate the 

cost ol‘equity when the rnarket-to-book ratio is less Lhan 1 .O The reason for this is 

that the market-derived return produced by the DCF is often applied to book value 

rate base by regulators. Fourth, the assumption of a constant growth rate may be 

unrealistic, and there may be difficulty in finding an adequate proxy for the growth 

rate. Historical growth rates can be downward biased as a result of the impact of 

anemic historical growth rates in earnings, mergers arid acquisitions, restructuring, 
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unfavorable regulatoty decisions, and even abnormal weather patterns. Further, by 

placing too much emphasis on the past, the estimation of future growth becomes 

circular. 

LET’S T U R N  TO THE SPEClFIC INPUTS USED IN YOUR DCF MODELS. 

WHAT DATA HAVE YOlJ USED TO COMPUTE THE EXPECTED 

DIVlDEND YIELD (CFIPo) 1N YOUR MODELS? 

First, I computed a current dividend yield (CFo/Po). ’I’he expected dividend yield 

(CFI/Po) is the cun-cnt dividend yield (CFoPo) times onc plus the growth rate (8). 

I used the spot price for each of the stocks of the water utilities in the sample group 

on as reported by the Vdiie  Line In,,est~ientAnalyzer for Februaiy 15, 201 3 for Po. 

The cm-rent dividend (CF,,) is the dividend for the next year as reported by Value 

Line. ln my schedules, the current dividend yield is denoted as (Do/P(,), where Do 

is the current dividend and Po is the spot stock price. (DI/Po) is used to denote the 

expected dividend yield in the schedules. 

WHAT MKASURES 01; GROWTH (“g”) l lAVE YOU USICD? 

For my primary DCF growth cstirnatc, I have used analyst growth forecasts, whcrc 

a~ailable, from four different, widely-followed sources: Rei/Iers, Yuhoo ~ ~ ’ ~ ~ U M C C ~ ~ ,  

and C7ulzie I,/ne ln\win?en/ Szrr\vy. Schedule D-4.6 reflects the analyst estimates of 

growth. The currently available estimates horn these four sources provide at least 

two estimates for each of the sample water utility companies. When there is no 

estimate of forward-looking growth for a utility in the water utilities sample, 1 have 

assumed investors expect the growth for that utility to equal the average of growth 

rates for the other water utilities in the sample. 

’ Yahoo Financc anal! st cstimatcs pro\ ided b j  Thompson Fmaiicial 
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WHY DID YOU USE FORECASTED GROWTH RATES AS YOUR 

PRIMARY ESTIMATE OF GROWTH? 

The DGF model requires estimates of growth that investors expect in the future and 

not past estimates of growth that have already occurred. Accordingly, I use 

analysts’ forecasts of growth as a primary estimate of growth. Logically, in 

estimating future growth, financial institutions and analysts have taken into account 

all relevant historical information on a company as well as other more recent 

info~-mation.’ To the extent that past results provide useful indications of future 

growth prospects, analysts’ forecasts would already incorporate that information. 

In addition, a stock’s cun-ent p i c e  reflects known historic information on that 

company, including its past earnings history. A i y  further recognition of the past 

will double count what has already occurred. Therefore, forward-looking growth 

rates should be used. 

WHAT OTHER ESTlMATES OF GROWTH DlD YOU USE? 

1 use the 5 - y e a  historical average growth rates m the stock price. book value per 

share (“BVPS”), earnings per share (“EPS”) and dividends per share (“DPS”) 

along with the average of analyst expectations. Using the historical average of 

gowth in price, BVPS, EPS, and DPS is reasonable because investors know that. 

in equilibrium, common stock prices, BVPS, EPS and DPS will all grow at the 

same rate and would take information about changes in stock prices and growth in 

BVPS into account when they price utilities’ stocks. As 1 stated either, a basic 

Dabid A Gordon. M\ron J Gordon and Laurcncc: I Gould. -Choice Among Methods of Estimating 
Share Yield.‘ .JO~IIIMLI/ of Porttoho hljCInc/gCmm (Spring 1989) 50-55 Gordon. Gordon and Gould found 
t h t  a conse~isii~ of mal! sts’ forecasts of earnings per share gronth for the nc\t five 1 wrs pro\ ides a more 
accurate cstiiiiate or gronth required 111 tlic DCF model thaii tlirce dill’ctciit historical riicasuies ofgro\\tli 
(Iiistorical FPS hirtorical DPS, and historical ictcntioii gronth) The\ c\plaiii that th is I csiilt makes senso 
bccauce aiial?etc \ \odd  take into account such payt  gio\\th ac indicators of fiituri: grolith as j\eH as an\ 
ne\\ inforination 
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A. 

assumption of the DCF model is that the stock price, BVPS, EPS and DPS all grow 

at the same rate While I believe the use of historical growth rates gives added 

recognition to the past that i s  already incorporated into analyst estimates of growth, 

1 have been criticized in the past for not giving direct consideration to past growth 

rates in my estimate of growth. So, 1 have endeavored to remove any basis for tlie 

criticism in this case However, I do so reluctantly because the empirical evidence 

indicates that analyst estimates of growth are the best measure of growth for use in 

the DCF for utility stocks." 

HAVE YOU USED ANALYST ESTlMATES OF DPS GROWTH? 

No. While I did not use analyst estimates o f  DPS growth, the average projected 

DPS growth rate of 3.8 percent is higher than the historical DPS growth rate of 

3.33 percent. Putting this aside, I did riot use analyst estimates of dividend growth 

pi imarily because there are analyst estimates for dividend growth for only three of 

the six sample companies. Fuither, only one source (Volz~c~ I , inc j )  provides DPS 

growth estimates. The wide availability of eamings growith estimates compared to 

dividcrid growth estimates indicates a greater reliance by investors on earnings 

rather than dividends for their investment decisions. 

D. 

PLEASE EXPLAIN THE CAPM METHODOLOGV FOR ESTIMATING 

THE COST OF EQUITY. 

'4s 1 already indicated, the CAPM is a type of risk pierriiurn methodology that is 

often depicted graphically in a form identical to the CML. Put simply. tlie CAPM 

for-mula is the sum of a risk-free rate plus a rish premium It quantifies the 

additional retum required by investors for bearing incrernental ri uk The risk-free 

Explanation of the CAPM and Its Inputs 

Gordon. Gordon. and Could I l l  
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rate is the reward for postponing consumption by investing in the market. The risk 

premium is the additional return compensation for assuming risk. 

The CAPM formula provides a formal risk-return relationship premised 011 

the idea that only market risk matters, as measure by beta The CAPM formula is. 

(7) k = Rf + P(RII,-R*) 

where k is the expected return, Ri is the risk-free rate, R, is the market return, (Rr 

Rn,) is the market risk premium, and p is beta. 

The difficulty with the CAPM is that it is a prospective or foiward-looking 

model while most of the capital market data required to match the input variables 

above is historical. 

WHAT 1s THE RISK-FREE RATE? 

It is the retum on an investment with no risk. The U.S. Treasury rate serves as the 

basis for the risk-free rate because the yields are directly observable in the market 

and are backed by the U.S government Practically speaking, short-term rates are 

volatile. fluctuate widely and are subject to more random distirubances than long- 

term rates. In short, long-term Trcasuiy rates arc preferred for thcsc reasons, and 

because long-term rates are more appropriately matched to securities with an 

indefinite life or long-tenn investment horizon. 

WHAT IS BETA AND WHAT DOES IT MEASURE? 

Beta is a measure of the relative risk of a security in relation to the market. 

hi  other words, it is a measwe of the serisitjvity of a security to the rriatket as a 

whole. It is estimated by 

regressing a security’s excess retunis against a market portfolio’s excess retui-ns 

The slope of the regrecsion line is the beta. 

This sensitivity is also known as systematic risk. 
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Beta for the market is 1.0. A security with a beta greater than 1.0 is 

A security with a beta less than 1.0 is considered riskier than the market 

considered less risky than the market. 

There are computational problems sunomding beta. It depends on the 

return data, the time period used, its duration, the choice of the market index, and 

whether annual, monthly, or weekly return figures are used Betas are estimated 

with en-or Based on empirical evidence, high betas will tend to have a positive 

c i ~ o r  (risk is overestimated) and low betas will have a negative C J T O ~  (risk is 

underestimated). ’ 
WHAT DID YOU USE AS THE PROXY OF THE BETA FOR LPSCO? 

I used the average beta of the sample water utility companies. Betas were obtained 

fi-om P u l ~  Line In\?e,,fiwnf Analyzer (Februaiy 15. 2013). Value Line is the 

source for estimated betas that I regularly employ. along with Staff, and it is 

widely-accepted by frlnancial analysts The average beta as shown on Schedule D- 

4 9 is O 71 1 should note that because 1,PSc‘O is not publicly traded, 1,I’SCO has 

no beta. I believe that LI’SCO, if it were publicly traded, would have a higher beta 

than the sample water utility companies. 

WHY WOULD LPSCO HAVE A HIGHER BETA? 

As previously indicated, smaller companies are inherently more risky than larger 

companies. In Chapter- 7 of Morningstar’s Ihhorson SBBI 20 12 Valziairon 

Yearbook. for example. Ibbotsori ~ e p o ~ t s  that when betas (a measure of iriarket risk) 

are properly estimated, betas are larger for sinall companies than for larger 

companies As 1 will explain later lbbotsori also finds that even after accounting 

” Cugcnc F Fnina and Kcniieth R Frcnch “The Capital Asset Pnclng Model 
.J021rnol of I:coiiomic. I’crsyectivc, (Summcr 2004) at 25 ~ 46 

Theoq and E\ idence..‘ 
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A. 

for differences in beta risk, small firms require an additional risk premium o 

above the added risk premium indicated by differences in beta risk. 

PLEASE EXPLATN THE MARKET RISK PREMIUM. 

,er and 

The market-risk premium (Rr,,-RJ is the return an investor expects to Ieceive as 

compensation for market risk. It is the expected market return minus the risk-free 

rate. Approaches for estimating the market risk premium can be historical or 

prospective. 

Since expccted retunis are not directly observable, histoiical rcalized returns 

are often used as a proxy for expected retui-ns on the basis that the historical market 

risk premium follows what is known in statistics as a “random walk.” If the 

historical risk premium does follow the random walk, then one should expect the 

risk premium to remain at its historical mean. Based on this argument. the best 

estimate of the future market risk premium is the historical mean. Morningstar’s 

kSi3ill C’ahatron Ed i t i~n  2012 Yearhook provides historical market returns for 

various asset classes from 1926 to 20 1 1 This pubhcation also provides market risk 

premiums over U.S. Trcasur-y bonds, which make It an cxcellcnt source for 

histori cal market risk preni i um s. 

Prospective market risk premium estimation approaches necessarily require 

examining the returns expected from common equities and bonds. One method 

employs applying the DCF model to a representative market index such as the 

Value Line 1700 stocks (the P‘iiliw l ~ n c  Composite Index). The expected reluin 

from the DCF is measui-ed for a nurnbei- of perlods of time. and then subh-acted 

fi-om the prevailing risk-free rate for each period to arribe at market iisk premium 

for each period The inarhet risk premium subcequently employed in the C APM is 

the average market risk pi-enuuiii of the overall period. 
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HOW MANY MARKET RlSK PREMllJM ESTIMATES DID YOU 

PREPARE IN CONNECTION WITH YOUR ASSIGNMENT FOR LPSCO? 

I prepared two market risk premium estimates: An historical market risk premium 

and a current market risk premium. 

HOW DID YOU ESTIMATE THE HISTORICAL MARKET RISK 

PREMIUM? 

I used the h4orningstar’s Ibbbotson S K K I  2012 Vulualion Yearbook measure of the 

average premium of the market over long-term treasury securities from 1926 

through 20 1 1 The average historical market risk premium over long-term h-easury 

securities is 6.6 percent. 

HOW DID YOlJ ESTIMATE THE CURRENT MARKET RlSK PREMIUM? 

I derived a market t-isk premium by first using the DCF model to compute an 

expected market return for each of the past 12 months using Vcrlzie Line’s 

projections of the average dividend yield and median 3-S year price appreciation 

(growth) on the J’ahe I m e  1700 Composite Index I then subtracted the average 

30-year Treasury yield for each month from the cxpocted market returns to anive 

at the expected market risk premiums. Finally, I aberaged the computed market 

risk premiums to determine the current market risk premium. The data and 

computations are shown on Schedule D-4. I 1 The recent 3-month average cutvent 

market risk premium is 13.15 percent. Estimates of the cunent market risk 

premium have ranged from 11 52 percent to 18.80 percent ovei the past I2 rrioritlis 

ave~-aging 15.28 percent. My 3-month average estimate at 13.15 percent is near the 

bottom of the 12 month range 
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HAS STAFF EMPLOYED A CURRENT M A R U T  RISK PREMIUM IN 

THE PAST? 

Yes. However, their estimation of the current market risk premium was somewhat 

different. Staff uses a DCF model to compute the current market risk premium as I 

do However, Staff also uses a single spot estimate using the median arlriualized 

projected 3-5 year price appreciation 011 the Value Line 1700 stocks in conjunction 

the median dividend yield on the Value I,ine 1700 stocks. 

WHY DO YOlJ BELIEVE THAT YOUR APPROACH IS MORE 

APPROPRIATE? 

Staff typically computes a market risk premium based on a single point in time, 

which makes estimates extremely volatile, so much so that the expected market 

risk premium estimate can change by as much as 300 basis points (or more) each 

time it is estimated. The accuracy of the expected risk premium is greatly 

enhanced by increasing the number of periods used to estimate it. 

W l I A I  110 YOU AI)OPI’ AS ‘I’IlE RE‘I’UKN FOR ‘I’tlE RlSI<-I’KEE KA‘I’Ij:? 

1 use long-term expected Trcasuiy bond rates as thc measurc of the risk-free return 

for use with both CAPM cost of equity estimates fi-om two sources: the Hhte Chrp 

Financiul Ii’orccasst and Cfalue I,ine. Morningstar’s Ihhotson SNHI  2012 VuliiaIion 

Yearbook explains on page 55 that the appropriate choice for the risk-free rate is 

the expected return for long-term Treasuiy securities. Thus. when determining an 

estimate of the I-isk-free rate, it is appropriate to adopt a return that is no less than 

the expected I-etuni on the long-term Treasury bond rate. Both of my CAPh4 

estimates are based on expected interest rates using a cull-ent spot estimate 

(Felxuary 15, 201 3) and projected estimates of the long-term treasury rates for 

2014 and 2015 (fi-om Kliie C‘hip I+inancial korecw. and Va/?ic‘ l,im L%/cciton und 
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Q. 

A" 

Op7n70n). The 2014 to 2015 

effect for the Company. 

imefi-ame is the period vhen 11 r rates will be 11 

E. 

PLEASE EXPLAIN THE BUILD-UP METHOD FOR ESTIMATlNG THE 

COST OF EQUITY. 

,4s I already indicated, like the CAPM, the Build-up Method, is a type of risk 

premium methodology This is a common and effective method used by appraisers 

and valuation cxperts.'2 The Build-up Method is an additive model in which the 

return on a security is the sum of a risk-free rate and one or more risk premia. 

Each premium represents the reward an Investor receives for taking on a specific 

risk. The elegance of the Build-up Method is that it does not require an estimate of 

market beta, which is problematic for non-publicly traded companies such as 

LPSCO. The Build-up Method can be stated as follows. 

Explanation of the Build-Up Method and Its Inputs 

[ l ]  k = Rf + RP,,, + RP, +/- W,, 

where k = the expected retum 

R, = risk-free rate 

RP,,, - equity risk premium for the market 

RP, = equity risk premium for size 

RP,, = risk premium attributed to the specific cornpatiy or to the industiy 

(often called the company specific risk pternium) 

Or alterrialively as. 

[2] k = R* + RP,,,, +/- RP,, 

where k = the expected return 

Rt = rick-free rate 
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Q. 

A. 

W,+, = equity risk premium for the market and size 

RP, = risk premium attributed to the specific company or to the indushy 

(often call the company specific risk premium) 

The data foi the equity risk piemiurn for the market (RP,,,), the equity risk 

premium for size (RP,), and the company specific or industry risk premium (RP,) 

can be readily obtained fi-om Mornrngs~ar and/or other size premium studies such 

as  the Dufs (c: l'helps study l 3  h.lov~m~gstar quantifies the si7e premium separate 

from the market risk premium by markct capitalization as a measure of size, 

whereas Duff R Phelps study quantifies the risk premium (RP,&) (market premium 

(RPIII) plus the size premium (RE',)) by book value of common equity, 5-year 

average net income, market value of invested capital, total assets (as reported on 

balance sheet), 5-year average of earnings before interest, income taxes, 

depreciation and amortization (EBITDA), sales, and number of employees in 

addition to market capitalization, all of which have been shown to be highly 

correlated with market returns I should note that the authors of the f h f f  C% l'helps 

study concludc that. by whatever measures of size arc used. the results are clear 

that there is an inverse relationship between size and historical equity returns - 

small companies have higher returns than larger companies. '' 
ARE THERE ADVANTAGES TO THE USE OF THE BUILD-UP METHOD 

OVER THE CAPM FOR ESTINIATING THE COST OF EQIJITY? 

Yes. First. as 1 mentioned earlier. the Build-up MetEiod does not requiie a mmket 

beta estimate, whicli i s  not available for noli-public fimis 1 use the average beta of 

the large publicly traded water ut~lities as a proxy for the beta of LPSCO. 

However, as 1 also discuqsed, there are computation problems sui~ounding beta and 
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Q. 

A. 

empirical financial data show that beta does not account for all of the risks 

associated with smaller firms. Second, each of the risk premia used in the Build-up 

Method can be quantified using data from the equity markets. Third, the various 

measures of size, including fundamental accounting measures, have a practical 

benefit of eliminating the need to make a “guesstimate” of size for comparative 

purposes where market data for determining market value measures of size is not 

available, particularly for non-public fixms 

F. Financial Risk Adiustment 

PLEASE EXPLAIN YOUR FINANCIAL RISK ADJUSTMENT TO 

REFLECT THE COMPANY’S LOWER LEVEL OF DEBT IN ITS 

CAPITAL STRUCTURE AS COMPARED TO THE SAMPLE WATER 

UTILITIES. 

My financial risk estimation is based upon the methodology developed by 

Professor Haiiiada of the University of Chicago, which incorporates the beta of a 

levered firm to that of its unlevered counterpart ‘I’he equation is 

PI = P U P  - ( 1  ~ T)91 

where PL and PIJ are the levered and unlevered betas, respectively, T is the tax rate, 

and cp the leverage, defined as the ratio of debt and equity of the firm. In simple 

terms. I un-lever the merage beta of the six publicly-traded water utilities in my 

sample usjtig a ratio of the market value of debt and the market value of equity. 

While 1 can compute the market value of equity of the sample water- utilities based 

011 the current tiuinber of shares outstanding arid the current stock price, estimating 

the market value of debt is much more diff’icult For purposes of my analysis, 1 

assume the market value of debt I S  the book value. This is a customaiy and 

realistic assumption.” Once the unlevered beta is determined, I re-lever the beta 
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Q. 
A. 

Q. 
A. 

using the capital structure of LPSCO. For the market value of equity, 1 multiplied 

LPSCO's book value of equity times the average market-to-book ratio of the 

sample water utilities. For LPSCO's debt, I assume the market value of debt is 

equal to the book value. 

The re-levered beta is then used in my CAPM models. and the new CAPM 

results are cornpared to my original CAPM results. The computed difference is tlie 

basis of my financial iisk adjustment. 

WHAT IS THE COMPUTED FINANCIAL RISK ADJUSTMENT? 

A downward adjustment of no more than 80 basis points. Again, however, in my 

opinion, the beta for LPSCO would be higher than that of the sample water utilities 

that would hake resulted in a lower downward financial risk adjustment. But I 

have to make some assumptions to work with an approach used by Staff and 

approved by the Commission in past cases. 

G. Company Specific Risk Premium 

PIiISASl.: DISCIJSS Y01JR COMPANY-SPECIFIC KlSK P R I M  IlJM. 

As 1 testified cailicr. LPSCO is not dircctly comparable to the sample water 

utilities because of its small size and because of the regulatoiy environment in 

Arizona The characteristics associated with small size such as the lack of 

diversification, limited revenue and cash flow, small customer base, lack of 

liquidity. as well as the magnitudes of regulatory and construction risk which are 

common to srriallei uatei and wasten ate1 utilities regaidless of the iegulatory 

jurisdiction. These cliaracteristics and magnitudes of risk ale unique only in tlie 

sense that the large publicly-traded \\ ater utilities (~iicludiiig the companies in the 

proxy group) do not possess these same characteristics and magnitudes of risk 

With respect to 4riZOna regulation. the use of an historical test year, with limited 
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out-of-period adjustments, and the lack of automatic adjustes mechanism(s) 

increase the risk of LPSCO as an investment. 

PLEASE DISCUSS SIZE RISK FOR SMALL UTILITY COMPANIES. 

Investment risk increases as the firm size decreases, all else remaining constant. 

There is a great deal of enipirical evidence that the firm size phenomenon exists. 

Morningstar’s Ibboison SBBZ 2012 Valiiatron Year.hook (Chapter 7) reports that 

smaller companies have experienced higher returns that are not fully explainable 

by their higher betas and that beta is inversely related to company sizc. In other 

words, smaller companies not only have higher betas but higher retunis than larger 

ones. Even after accounting for differences in beta risk. small companies require 

an additional risk premium over and above the added risk premium indicated by 

differences in beta risk. Dr. Zepp also reposted evidence that the stocks of small 

water or wastewater utilities are mole risky than the stocks of larger water utilities. 

such as those in the water utilities sample.“’ Even the California PUC conducted a 

study that showed smaller Mater utilities are more risky than larger ones Based 

on the evidcnce, it is clear that investors require lliglicr returns on small company 

stocks than 011 large company stocks 

1: 

1 have included in Schedule D-4.22 the results of a Morningsfar study using 

annual data reporting the size premium based upon firm size and return data (i) 

provided in Moniirigstas’s I h h o ~ w n  SRRI 2012 Vuhaimi? Yearbook and 

info‘or-mation, and (ii) contained in DI. Thoinas M. Zepp’s 2003 aiticle in The 

Quarteily Review Economic and Finance. I have estimated that a sinall company 

risk premium in the range of 99 to 367 basis points IS appropriate for LPSC‘O 

If’ Thomas M Zcpp. ‘‘Utilit) Stocks and the Sizc Effect - Revisitcd.“ The Quartcrl\ Rebie\\ Economics 
and Finmce. Vol 43. Issuc 3 .  Autumn 2003.  578 ~ 582 

Staff Repot-t on Issrics Related to Small Watcr litilltics datcd Junc 10 1991 LPSCO Ikcicion N o  92- 
03-093 

I: 
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VI. 

Q- 

A. 

WHAT COMPANY SPECIFIC-RISK PREMIUM DO YOU RECOMMEND 

FOR LPSCO? 

To be conservative, I recommend a risk premium of at least 50 basis points which 

is below the bottom end of the range of my risk premium estimates for small firms. 

SUMMARY AND CONCLUSIONS 

HAVE YOU PREPARED A SCHEDULE THAT SIJMMARIZES YOUR 

1;QUITY COST ICS‘TIMATES AND PK I+:SISNTS YOUR 

RECOMMENDATIONS? 

Yes 

Schedule D-4.1~ 

The equity cost estimates and my recommendations are summarized in 

In the first pait of my analysis, I applied two versions of the constant growth 

DCF model. One uses analyst estimates of growth and the other uses historical 

growth and analyst expectations. See Schedule D-4.8 The DCF models produce 

an indicated equity cost in the range of 8 6 percent to 9 7 percent, with a midpoint 

of 9 2 percent 

In the sccond part of my analysis. 1 applied two vci-sions of the CAPM ~ a 

historical risk premium CAPM and a current market risk premium CAPM. The 

CAPM analyses appear in Schedule D-4.12 and produce an indicated cost of equity 

in tlie range of 8.4 percent to 13.2 percent. with a midpoint of 10.9 percent. 

In the third part of my analysis. I applied tlie Build-up Method using the 

l h [ f l &  Plielps risk premium study data. The Build-up Method analysis appears on 

Schedule D-4.18 and produce an indicated cost if equity in the range of 8 2 percent 

to 12 8 percent. with a mid-point of 10 5 percent 

In the fourth part of my analysis, 1 compute a financial rick adjustment to 

account for the lower lekel of debt in 1,PSCO’s pro forma capital structure 

compared to the sample water utilities. Ply recommendation is that a downward 
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Q. 
A. 

Q. 

A. 

financial risk adjustment of no more than 70 basis points be applied to LPSCO's 

cost of equity. My financial risk adjustment analysis is shown in schedules D-4.19, 

D-4.20, and D-4.2 I .  

In the fifth part of my analysis, I reviewed the financial literature on the 

small firm size effect and determined that an appropriate risk premium for small 

utilities like LPSCO that should be applied to the DCF and CAPM results is the 

range of 99 to 367 basis points See Schedule D-4.22 I also considered the risks 

for LPSCO from Arizona regulation. My recommendation is that an upward 

adjustment for company-specific risk of no less than 50 basis points be applied to 

LPSCO's cost of equity. 

The range of results of my DCF, CAPM, and Build-up analyses and other 

risk adjustments is 8.2 percent to 11.7 percent. with a mid-point of 10.0 percent. 

See Schedule D-4.1~ 

WHAT EQUJTY RETURN DO YOU RECOMMEND? 

My recommended return on equity i s  10.0 percent. 

HAVE YOU PREPARED AN ESTIMATE OF THE COST OF EQLIITY 

USING THE BUILD-IJP METHOD FOR LPSCO IJSING DATA FROM 

MORNINGSTAR? 

Yes. This Build-up Method using ,b/orn/ng.srar data is one check on the 

reasonableness of my recommendation for LPSCO. 1 estimate the cost of equity 

for LPSCO to be at least 10.7 percent arid up to 14.4 percent. These results are 

based upon the data from n//o/-n/ngsftrr as contained Table C- 1 (the risk-rate would 

be 2 S percent," the equity risk premium would be 6.6 percent. the small 19 

Long-tcrm (20 yeai) U S Trcasur! Bond Yicld as of Fzbruarq 15. 20 13 
Long-horizon historical cquit! risk ~ ~ r c m i u m  ~ Tablc A- I 1928-20 1 I 

l h  

I 0 
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Q. 

A. 

company risk premii m of 6.1 percent2’) and data contained in Table 3-5, lndustry 

Premia Estimates (negative 4.8 for the water supply industiy SIC code 494). 

The calculation is shown as follows: 

[ l ]  k Rf  + RP, + RP, +/- RP,, 

[2] k=2.8%+6.6%+6. l% -4.8% 

[3] k = 10.7% 

The computed 10.7 percent is at the low end. LJsing more refined data provided by 

Mormngsfar with respect to the lot” dccile film sizc based upon market value, the 

indicated cost of equity would be 14.4 percent for LPSC0.2’ 

HAVE YOU PREPARED A COST OF EQUITY ESTIMATE FOR LPSCO 

USING THE DUFF& PHELPS STUDY DATA? 

Yes. Please see Schedule D-4.18. The estimate for LPSCO has been adjusted for 

leverage (financial risk) differences between the companies in the size portfolios 

contained in the study and the water sample companies arid LPSCO. Further, like 

the Build-up Method cost of equity estimate using the Mot~nmgsjav data, the cost of 

equity estimates includes a downward water industry risk prcmiutn adjustment.22 

The indicated cost of equity for LPSCO using the same Build-up Method I 

employed for my analysis of my water proxy group is 12.83 percent; well above 

my recommendation of 10.0 percent. Accordingly, 1 find my recommendation of 

10.0 percent approptiately conservative. 

Decile I ( I  ~ smallest. imrhct capitalization of$I 028 niillion to $206 795 million Scc Appeiidiv C 
~LZomin,y\/ii/* splits the I Olh dccile portfolio into tno  groups. Decile 102 (up to 8206 795 iiiillion i n  

iiiarkct capitalization) and Dccile lob (up to $128 672 111 inarket capitalization) If pubhcl\ traded. 
LPSCO \\auld Ilkel\ fall into the latter group (lob) nliich has a iiidicatcd sizc prcmiuiii of 9 8 percent (see 
4ppciidil C) Substituting the 9 8 percent size prciniuin for the 6 I percent 111 the Build-up formula the 
result \\auld be 14 4 pcrcent ( 2  8%+6 6%+9 8%-4 8%) 

Notc that the risk premium for the \Eater utilit: iiiclustn 15 negatn c indicating that n a t a  utilitics arc lcss 
risk! than thc iiiaiI<ct as a \\hole 
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Q. DOES THAT CONCLUDE YOUR DIRECT TESTlMONY ON COST OF 

CAPITAL? 

A Yes. 
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LITCHFIELD PARK SERVICE COMPANY DBA LIBERTY UTILITIES 

THOMAS J. BOURASSA 
DIRECT TESTIMONY 

COST OF CAPITAL 

FEBRUARY 28,201 3 
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Litchfield Park Service Company dba Liberty Utilities 
Test Year Ended December 31, 2012 

Cost of Preferred Stock 

Exhibit 
Schedule D-3 
Page 1 
Witness Bourassa 

Line 
No 

1 End of Test Year End of Proiected Year 
2 
3 Description Shares Dividend Shares Dividend 
4 of Issue Outstanding Amount Requirement Outstanding Amount Requirement 
5 
6 
7 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 SUPPORTING SCHEDULES 
22 E-I 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

NOT APPLICABLE, NO PREFERRED STOCK ISSUED OR OUTSTANDING 
a 

RECAP SCHEDULES: 
D- I  



Litchfield Park Service Company dba Liberty Utilities 
Test Year Ended December 31, 2012 

Cost of Common Equity 

Line 
I t  . 

1 
2 
3 
4 
5 
6 
7 

9 
10 
11 
12 
13 
14 
15 
16 

-~ 

The Company is proposing a cost of common equty of 

a 

17 SUPPORTING SCHEDULES: 
18 E-I 

Exhibit 
Schedule D-4 
Page 1 
Witness: Bourassa 

10.00% 

RECAP SCHEDULES: 
D- 1 

I9 D-4.1 to D4.22  
20 
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